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I INTRODUCTION* 

This paper considers under what conditions, if any, members of the 
engineering, architectural, accounting and legal professions in Ontario 
should be permitted to incorporate. ! As Cavitch explains, the problem in 
developing a professional corporations statute is that of resolving the 
conflict between the corporate attributes of "juristic autonomy, continuity 
of existence, limited liability, free transferability of ownership, and 
centralization of management" with the "traditional ideas of professional 
qualifications, discretion, relationship, standards of conduct and 


accountability". ° The paper concludes that while it is possible through 


= In addition to the helpful comments of the Professional Organizations 
Committee, I received valuable suggestions on an earlier draft of this paper 
from Professors H.R. Hahlo, Frank Iacobucci and John Quinn. 


ie Canadian writing on the subject of professional incorporation is quite 
limited. The published works include Graschuk, "The Professional Corporation 
in Alberta", (1977) 25 Canadian Tax J. 109; O'Brien, "The Use of Service 
Corporations and the Incorporation of Professional Practices" in LSUC, 

The Professions (1977) pp. 127-170; MacIntyre, "The British Columbia Profes 
sional Corporations Act", °(1972) 22°U0T.L.31"2077 LIacobueer, Pilkington 

and Prichard, Canadian Business Corporations (1977) pp. 85-94; Select 

Committee on Company Law, Interim Report (1967) (Lawrence Report) pp. 18-21; 
Cooper, ''The Incorporation of Professionsls", (1978) 26 Canadian Tax J. 106; 
Flynn, "Incorporating the Professions in Alberta" (1977) 110 C.A. Magazine 

32; Cader and Weinrib, "Tax Inequities of the Professional Practitioner in 
Ontario" (1965) U.T. Fac. L. Rev. 64; Committee on the Healing Arts, Report, 
Volume 2, pp. 94-95, 138, 241-242, 527; Smeltzer, ''An Examination of the 
Professional Corporations Act in Light of the White Paper on Tax Reform", 

(1970) 5 U.B.C. L, Rev. $39; Rodney. "Professional Corporations", »(1969) :7 
Alberta L. Rev. 205; Lavine, The Business Corporations Act (1971) pp. 54-57. 
See also appendices to the Research Directorate's Staff Study: 

A "History and Organization of the Accounting Profession in Ontario"(1978) pp.167-171. 
B "History and Organization of the Legal Profession" (1978), pp. 124-130. 

C "History and Organization of the Architectur Profession" (1978), pp. 165-178. 
D "History and Organization of the Engineering Profession" (1978), pp. 210-213. 
McDonnell, "Incorporation of Law Practices' (mimeograph, 1977); Brooks, 
"Professional Corporations and the Practice of Law in Ontario" (mimeograph, 
1977); Furst, ''Professional Corporations: Ethical Problems" (mimeograph, 1977); 
Ortved, "The Lawyer and Incorporation" (mimeograph, 1977); Rodney, "'The 

Use of Professional Corporations for the Practice of Law in the Province 

of Alberta" (mimeograph, 1968). 


23 Cavitch, Business Organizations, Volume 4A, s.82.01, p. 82-33 


appropriate statutory drafting to resolve these conflicts and to devise 

a commercial form consistent with the fiduciary and ethical duties of the 
professionals, the decision as to whether or not to recommend provisions 
for incorporation is integrally tied to the tax implications of incorpora- 
tion and their necessary distributive impacts. 

The task of this paper is related to at least three other studies 
being undertaken by the Professional Organizations Committee. First, the 
study by Thomas McDonnell, "The Tax Implications of Permitting the Business 
of a Professional to be Carried on Through a Corporation in Ontario" 
analyzes the tax effects of the corporate form which are taken as given in 
this paper. Second, the study by John Quinn dealing with under what 
conditions, if any, firms comprising different types of professionals should 
be permitted is directly related to the issue of the need for restrictions 
on the beneficial ownership of the shares of professional corporations.*? 
Further, if mixed firms are permitted it seems likely, although not inevit- 
able, that the corporate form would be the enabling vehicle. Third, the 
analysis of professional civil liability by Edward Belobaba will provide 
much of the context for the discussion of the role of limited liability in 
professional corporations statutes. 

The approach taken in this paper is that the corporate form should 
reflect the conclusions reached on these related substantive issues rather 
than be determinative of them. Therefore, the emphasis of analysis will 


be to demonstrate how the corporate form might accommodate alternative 


substantive Pag 


2a. Jdm Quinn, Multidisciplinary Services: Organizational Innovation in 
Professional Service Markets, Working Paper #7 prepared for the P.O.c. (1978). 
aS This proposition that the corporate form should be designed so as to 
be neutral as to the substantive issues has not always been respected in the 
debate over professional incorporation. For a stark example of the contrary, 
see the text at footnotes 69 to 71. _ 


This study begins with a review of the current status of the four 
professions in regard to incorporation, developments in Ontario and else- 
where dealing with professional corporations, and the policy positions 
taken at present by the four professions. The primary non-tax advantages 
and disadvantages of incorporation are then surveyed and evaluated. Following 
this, the interrelationships of the corporate form and taxation are considered 
with a view to specifying the peculiar problem of policy formation facing 
the Committee. Finally, the paper concludes with a discussion of selected 
problems in professional corporations including accountability, limited 


liability and beneficial ownership. 


It. DEFINITIONS 

There are three different uses of incorporation related to the business 
of the professions which should be identified at the outset: service 
corporations, professional corporations and partnerships of professional 


corporations. 


(i) Service Corporations 


Many professionals form service corporations to provide the non-professional 
aspects of their practices. For example, it is common for professionals to 
form corporations to rent the premises, purchase the furnishings and provide 
secretarial, administrative and management services. In addition, some 
accountants perform certain auxilliary services, such as management consulting 
and bankruptcy work, in the corporate form and some architects form develop- 
ment corporations to provide non-architectural services. In all these cases, 


the question of professional incorporation is not directly raised since 


the corporations are not in the business of delivering the services for 
which the professional is licensed. At the same time, however, these 
corporations do allow professionals to enjoy many of the tax and non-tax 


; ; : 4 
advantages of incorporation. 


(ii) Professional Corporations 


A professional corporation is a corporation which delivers professional 
services to the public. Unlike the case of service corporations, the 
professional corporation includes as employees one or more licenced profes- 
sionals hired to provide professional services. It is often formed and 
owned by the employed professionals who then receive a salary from the 
corporation in addition to owning the equity in the firm. The professional 
corporation allows the professional to enjoy the full range of tax and non- 


tax advantages of incorporation. 


(i111) Partnership of Professional Corporations 


Partnership law can accommodate a partnership of corporations in addition 
to the usual partnerships of individuals. Therefore, if professionals are 
allowed to incorporate, the members of an existing partnership could do so 
individually and then reform the partnership as a partnership of the one- 
person corporations. This form of organization is attractive to the 
participants almost exclusively as a means of tax minimization; in a wide 
range of cases it will offer the professionals a more advantageous tax position 


than that derived from the professional corporation or the service corpora- 


4, For an extensive review of service corporations, see O'Brien, ''The 
Use of Service Corporations and the Incorporation of Professional Practices", 


LSUG Special Lectures: ..TheRrofessions,(1977)..0. 1127; 


tion since it maximizes the use of the small business tax rate.” 

This paper is primarily concerned with professional corporations. 
Service corporations are dealt with only incidentally as indicative of the 
commercial environment of the professions and the successful co-existence 
of professionals and corporations. The partnership of professional corpora- 
tions is identified because it is the form likely to be adopted in a wide 
range of situations due to the magnitude of the tax saving. However, since 
few of the non-tax advantages of incorporation apply to the partnership of 
corporations, it is given only secondary attention in the paper. Therefore, 
in the remainder of the paper, the discussion relates to the professional 


corporation unless otherwise stated. 


III. CURRENT POSITION IN ONTARIO 
The Ontario Business Corporations act? contemplates and provides for incorp- 


oration by professionals but it does not necessarily permit it. Rather, it refers 
to the governingActs of the individual professions to determine whether or 

not incorporation is allowed. Section 3 of the Business Corporations Act 

states: 


3(1) A corporation may be incorporated under this 
Act for any lawful objects to which the authority 
of. tthe, Legislatume: extends, except those, of; a 
corporation the incorporation of which is 
provided for in any other Act. 


De MmeCTNCDOnNCL1, The wiany lap cations OL erupt ting the: ousaiess Or a 


Profession to be Carried on Through a Corporation in Ontario, (1978) Working 
Paper #6 prepared for the Professional Organizations Committee (1978), 

pp.) 165-169 in, this volume; Fiynn, supra, ns 1, pp. 33-34; O'Brien,, supra, 
n. 4, p. 157. There is some doubt as to the validity of the partnership 

of professional corporations as a tax minimization scheme as.it may be 
collapsed under the "associated companies" rule in section 247(2) of 

The Income Tax Act. See McDonnell, supra, p. 191. 


e. R.S.O. 1970, c. 53 as amended. 


3(3) Where the practice of a profession is 
governed by an Act, a corporation may be 
incorporated to practice the profession 
only if such Act expressly permits the 
practice of such profession by a corpora- 
tion and subject to the provisions of 
SUCHeACT. 


At present in Ontario, of the four professions under study only profes- 
sional engineers have been granted the express authority to incorporate while 
architects, accountants and lawyers are statutorily barred from practicing in 


the corporate form. 


(i) Engineers 

Under the Professional Engineers Act,” a corporation, partnership or 
association of persons may carry on the practice of engineering if it holds 
a certificate of authorization issued by the Registrar of the Association 
of Professional Engineers of Ontario. ° Section 20 of the Act prescribes 
the rules” applicable to a corporation for obtaining a cértaficate of 
authorization. In summary, it requires that one of the principal or 
customary functions of the corporation be to engage in the practice of 
professional engineering and that the practice be done under the supervision 
of a director or full-time empioyee of the corporation who is a member of 
the A.P.E.0. The corporation must submit to the Registrar the names of the 
officers and directors of the corporation and the identity of the 
supervising members and the representative of the corporation responsible 
for compliance with the Act. If these requirements are fulfilled, the 
Registrar shall issue a certificate of authorization. Also relevant are 


the requirements of section 94 of A.P.E.0. By-Law No. 1 which confirms the 





Ze R.S.0. 1970, c. 366 as amended. 


8. See Appendix D to the Research Directorate's Staff Study, supran.l, 


pp. 210-214. 


provisions of section 20 and further provides that the A.P.E.0O. shall 
maintain a listing of all corporations holding. certificates of author- 
ization which includes the information required in an application under 
Sséction 20. 

As a corporation under the Business Corporations Act, a professional 
engineering corporation is subject to the normal range of rights, obligations, 
attributes and remedies including the limited liability of elavenolderss” 

In addition, it is important to note that neither the Professional Engineers 
Act nor the By-Laws of the A.P.E.0. prescribe any requirements with respect 
to the ownership of the shares of the corporation carrying on the practice 


: : 10 
of engineering. 


(11) Architecture 
Subsection 5(2) of the Ontario Architects hoe prohibits the incorpora- 
tion. of the practice of architecture, it provides: 


No corporation shall be granted membership in the Association 
or be. licensed to practise architecture in Ontario. 


As a result, the practice of architecture is limited to a sole practice ofr a 
partnership as defined and restricted by Regulation 33 of the regulations 


promulgated by the Association's Registration booed 4 Regulation 33 both 


ap Business Corporations Act, s. 104: "A shareholder of a corporation 
as such is not answerable or responsible for any act, default, obligation 


or liability of the corporation, or for any engagement, claim, payment, 
loss, injury, transaction, matter or theory relating to or connected with 
the corporation." It should be noted that a corporation receiving a 
certificate of authorization is not necessarily incorporated under the 
Ontario Act. For example, it might be federally incorporated since the 


Canada Business Corporations Act, S.C. 1974-75-76, c. 33, contains no prohibition 


on incorporating for the purpose of carrying on a profession. 


10, See Appendix D.to the Research Directorate's Staff Study, supra n.1 
De2eee 


fie hh. S30. 197 Orci. 


12. Regulation 33 of the regulations promulgated by the Registration Board 
pursuant to section 10 of the Architects Act. 


deals with the use of the architect's name and the title “architect” and 
creates restrictions on the forming of partnerships with non-architects. In 
particular, it provides that an architect may not form a partnership with a 
person who is not a member of the Ontario Association of Architects unless that 
person is a member of an "approved allied Seater lk To ‘date, ondy 


professional engineering has been so approved. 


(111)" Accounting 


: ; 14 oe 
Section 25 of the Public Accountancy Act prohibits a corporation 
from carrying on business as a public accountant. It provides: 


"25,CL). [te is not lawful for a body :corporate toy practice 
as a public accountant and any body corporate 
that contravenes the provisions of this sub- 
section, without prejudice to any other proceedings 
that may be taken, is guilty of an offence and on 
summary conviction is liable to a fine of not 
lessathan 100 nd not mere. than $250 torea 
first offence, and to a fine of not less than 
$200 and not more than $500 for any subsequent 
offence. 


29(2) If a body corporate is guilty of an offence 
under sub-section 1, every director or officer 
of the body corporate who consented to, or 
connived at, or was responsible for the 
commission of the offence shall be deemed to 
be a party to and guilty of the offence and 
is liable to be proceeded against and fined 
accordingly." 


This prohibition is confirmed by section 407 of the Institute of 
Chartered Accountants of Ontario's Handbook which begins: "A member shall 
not be associated in any way with any corporation engaged in Canada in the 


practice of public accounting ... ''. However, section 407 then goes on to 





13, See Appendix C to the Research Directorate’s Staff Study, supra n.1, 
PP- 165-167. 
£4. “RSS. Oca O70. 1601375. 


modify the prohibition by providing that 

"a member may associate with a professional 

corporation engaged in the practice of 

public accounting in a province other than 

Ontario if such corporation is recognized 

and approved for such practice by the 

provincial institute in the province 

concerned". 
As a result, the I.A.C.Os*s«rules are sufficiently flexible that they.can 
accommodate accounting corporations established in provinces where 


; : : ‘ 1S 
incorporation is permitted. 


(iv) Law 
While there is no express prohibition against incorporation of law 

practices in the Law Society ewe” a combined reading of section 50 of the 

Act which restricts the practice of law to "members" of the Law Society 

and section 28 of the Act which defines "members" makes clear that membership 

is limited to natural persons and does not include incorporated Medics 

In addition, Ruling 29 of the Professional Conduct Handbook prohibits the 

use of "and company" in a firm name on the grounds that it has a "commercial 


connotation not in keeping with the nature of the profession". 


lSee For example, Miberta. see intra at 1, 45-52. 


dG + Rao... bo /0 Cc AaT 


17. See Appendix B to the Research Directorate's Position Paper, supra n.1, 
p- 124. McDonnell, supra n.1, p.1. McDonnell points out that similar 
inferences can be drawn from the provisions of the Regulations under the Law 
Society Act, especially those sections dealing with the admission of members. 
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IV. PRIOR DEVELOPMENTS 

In the past decade in Canada there has been considerable study of the 
issue of professional incorporation. At the same time, experience in the 
United States has been marked by the widespread provision for professional 
incorporation. These developments are reviewed briefly in this section of 
the paper while the following section sets out the current attitude toward 


incorporation taken by the four professions in Ontario. 


(i) Lawrence Committee 


In 1967, the Ontario Select Committee on Company Law (Lawrence Committee) 
studied the question of professional corporations as part of its review of 
the Ontario Corporations Act. It stated that: 

"The main objection of substance to permitting 
incorporated professional practices seems to 

be the apprehension of professional associations 
and licensing bodies that once the professional 
man is cloaked with the corporate form, the 
professional relationship between the professional 
and his patient or client will be impaired, if 


not severed, thus resulting in detriment to the 
public generally." 18 


However, the Committee noted that exceptions to the general prohibition 
against incorporation by professionals were increasing and cited engineers, 
pharmacists and dental technicians in Ontario and the widespread use of 
professional incorporation in the United States as Se aiihes * The Committee 


also recognized a number of arguments in favour of incorporation. 


a 


18. Interim Report, supra n. RTD. FLO 
Poe LDU. bs. ho. 


A 


There are a number of persuasive arguments 
in favour of permitting incorporated professional 
practices: carrying on a professional 
practice in corporate form permits clarification 
of the legal relationships between shareholders 
of the company and third parties; simplifies or 
eliminates difficulties arising by virtue of the 
withdrawal, retirement or death of members of a 
professional partnership; expedites transfer of 
interests in the practice from one person to 
another or to incoming members of the practice; 
and permits the accumulation of partnership 
profits for the purpose of re-investing in fixed 
assets or for other purposes. In addition, 
there are, under existing law, very real income 
tax advantages which would accrue to the profes- 
sional person or partnership on incorporation of 
the practice. There seems to be no reason why 

. all these advantages should not be available to 
those who are active in professional life." 20 


As a result, the Committee concluded that: 


"the objections to incorporating the professional 
practice are unfounded and the Committee therefore 
recommends that the Ontario Act be amended by 
adding as a new Part a code of rules designed to 
permit the incorporation of professional service 
companies. It seems unrealistic to prohibit 
medical, legal, accounting and architectural 
practices, for example, from being carried on in 
incorporated form when at the present time such 
practices are in fact carried: on, in some cases, 
in very large partnerships." 21 


The Committee was of the view that incorporation of the professional practice 
need 
"not detract from the professional nature, 
attitudes and: ethics) of the:profession,,nor 
should incorporation mean that the professional 
practice would erode the valuable and tradi- 
tional relationship presently existing between 


the professional man and his clients or 
Datienes,!" 22 


7) ee LD dD wel Oo LO. 
ZL DT Oa no 
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While the Committee recommended that incorporation be permitted, it 
also stated the need for a special code which would set out the conditions 
under which it should take place so as to ensure that the professional 
relationship would not be adversely affected. These included: 


lL. The professional person should remain personally 
liable for his tortious acts jointly and severally 
with the company. 


a The professional corporation should enjoy limited 
liability for debts or other obligations except 
liabilities arising from tortious acts as mentioned 
fi ties GE 


Bie The particular professional service should only 
be rendered to members of the public by natural 
persons who are duly licenced to render such 
SéFVices: 


4, The corporation's objects should be limited to 
carrying on the particular practice and other 
objects necessarily incidental or auxilliary 
thereto. 

os The name of the professional corporation should 
include some words or initials to ensure that 
the public is aware that the corporation is an 
incorporated professional practice of some kind. 

The recommendations of the Lawrence Committee have not been adopted. 
Although, as was pointed out above, subsection 3(3) of the Business 
Corporations Act contemplates professional corporations, the necessary 
enabling provisions in the governing Acts, and the special code of conditions 


: : 2 ae 
for professional corporations have not been enacted to date. Lavine 


explains why the Lawrence Committee's views were rejected. 


23. Lavine, The Business Corporations Act, (1971). The Inter-Departmental 


Committee Lavine refers to was the committee charged with drafting a new 
corporations statute in light of the Lawrence Committee's recommendations. 


ie 


"Tt was the opinion of the Inter-Departmental 
Committee that it would be unrealistic to 
prescribe in a statute which deals with the 
incorporation, operation, management and 
dissolution of all Ontario-incorporated 
business corporations general principles 
that would apply to all professions practised 
in Ontario (and the practice of which profes- 
sions is governed by a specific statute 
applicable to each profession), where such 
professions are to be practised in the 
corporate form. Having regard to the great 
diversity in the existing provisions of the 
twenty-two statutes governing the practice 
of professions in Ontario, having regard 

to the diversity in the traditions of such 
professions particularly as they relate to 
the relationships between the persons 
practising them and the members of the 
public with whom such persons deal, and 
having regard to the diversity in the nature 
of the professions themselves, the Inter- 
Departmental Committee was of the opinion 
that the proper approach to be taken in 

the new Act (under which the Minister no 
longer has any discretion whether or not 

to grant incorporation) was that, if the 
practice of a profession which is regulated 
by statute,is to be permitted.in the 
corporate form, such permission should be 
set out in the specific statute which 
regulates its practice and that such statute 
should also set out all rules which should 
govern the practice of that particular 
profession in the corporate form, and that 
is what s.3(3) of the new Act provides." 24 


(ii) Committee on the Healing Arts 

In 1966 the Committee on the Healing Arts was appointed to enquire 
into and report on the regulation of the practice of the healing arts in 
Ontario. The issue of professional incorporation was one of the many 
matters dealt with in the Committee's report in 1970.7” In, particular, it 
24. Lavine, supra n. 23, pp. 56-57. 


25. Government of Ontario, Committee on the Healing Arts, Report, (Ontario: 


Queen's Printer, 1970). 
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dealt with the incorporation of the practice of medicine, dentistry and 
pharmacy. 

With respect to the practice of medicine, the Committee adopted the 
views of the Lawrence Committee and recommended that physicians be permitted 
to incorporate their practices but that ownership of shares in such corpora- 
tions be restricted to physicians licenced to practice in Ontario.-° 
Similarly, with dentists, the Committee recommended incorporation subject 
to the same share etait taint To date, there has been no legislative 
amendment embracing either of these two recommendations. 

The Committee faced a different problem with regard to pharmacists. 
Prior to 1954, the corporate practice of pharmacy was permitted under the 
Pharmacy Act subject to the requirement that a majority of the corporation's 
directors be, repistercd pharmacists.-° However, the 1954 revisions to the 
Pharmacy Act added the further requirement that a majority of each class 
of shares of the corporation must be owned by and registered in the name 


: 2 ‘ i F 
of pharmacists. 2 However, this new requirement did not apply to 


26. Ibid,,Volume 2, pp. 94-95. 


27. Ibid, p. 138. With respect to dentists: the:Committee suggested, that 
one advantage of incorporation might be enhanced output of dental services. 
It stated: "We have already noted that the use of auxiliaries has increased 
the productivity of some dentists in recent years, and so too has the 
improvement of equipment and the organization of some dental practices. 

We have also seen how larger practices make more efficient use of ancillary 
personnel. The Committee believes that for this reason larger units of 
dental practice should be encouraged and that one means of doing this would 
be to relax the existing regulations which prevent the establishment of 
corporate practices. This appears to be warranted so long as appropriate 
guarantees can be maintained to ensure that professional integrity will be 
preserved) in. such, practices,” 





28. Ibid, p. 241. 


20e Ran. Os, 1970s Ce) 295") ee, SOt2). 
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corporations operating a pharmacy prior to 1954. The Committee was urged 

by the College of Pharmacy and the Ontario Pharmacists Association to 
recommend cancellation of pre-1954 charters which had been inactive for twelve 
months or more and reconsideration of existing arrangements under which non- 
pharmacist controlled corporations operating pharmacies can continue to 
exist.>” 

The majority of the Committee decided to recommend that no change be 
made with regard to the pre-1954 charters or the requirement of majority 
control applicable to post-1954 incorporated pharmacies. The Committee 
reasoned as follows: 


"Our studies suggest to us that the 
pharmaceutical industry has not been marked 
by strong elements of commercial competition; 
rather, the industry has tended to be one 

in Which restricted entry to the trade ‘has 
economic implications which may be contrary 
to ‘the ‘best’ interests: of :consumersiey Thus! we 
are not disposed to recommend steps which 
might limit competition in this field, nor 
have we heard any evidence that the pre-1954 
corporate charters have been abused. It is 
not desirable to interfere with existing 
vested rights unless there is a clear reason 
to do so. Therefore we do not recommend 
cancellation of these existing charters, 

but only constant review of the situation 

by the Department of Health. 


On the other hand, we recognize that some 
danger to the public interest may be involved 
in any arrangement which would permit majority 
control of retail pharmaceutical corporations 
by non-pharmacists. Complete latssez-fatre 

in this matter would enable literally any 
person or persons, entirely lacking training 
or professional status in pharmacy, to 

control pharmaceutical outlets and particpate 
in the drug trade. Supervision of drug 





30. Committee on the Healing Arts, op. cit., vol. 2, Bar oe 
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inventories and quality control measures 
might receive inadequate attention if 
commercial rather than professional 
considerations are given. Society has 
recognized that for the protection of the 
public, it is essential that pharmacists 
be highly trained professionals, and 
accordingly it has granted to pharmacists 
considerable powers of self-regulation 
and self-discipline. It would, therefore, 
be anomalous to permit non-pharmacists 

to acquire complete control of pharma- 
ceutical outlets. We are not persuaded 
that iteisimecessary’ tovexclude.non- 
pharmacists from any participation in 

this retail trade, but we do regard as 
desirable retention of the present restric- 
tionvuréegarding fcorporat cipractrcesso that, 
with the exception of the pre-1954 
charters, control of pharmacies should 
remain in the hands of professional 
personneiy' ii 


A minority of the Committee dissented from this reasoning and conclusion, 
arguing that both the share restriction and the director requirement should 
be repealed as "it may well inhibit desirable trends in the development of 


pharmaceutical services, and it cannot be shown to benefit the public interest 


in any significant wayines The dissent further argued that: 


"The corporate structure inthe field of 
pharmacy operation may easily prove 
beneficial in that it would accelerate 
the consolidation of community pharmacies 
into larger and more professional outlets. 
In view of the growing costs of estab- 
lishing a professional pharmacy with an 
adequate inventory, the lack of initial 
capital may make it difficult for a 
younger pharmacist to acquire a pharmacy 
of his own, and lack of advancement 
possibility (other than through partner- 
ship) makes unattractive the career of 
a pharmacist employed by an independent 


31, @lbid, peo arco 


Bor Tbs nese te 
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pharmacy. On the other hand, the possibility 
of a career in a larger pharmaceutical corpora- 
tion with both managerial and senior professional 
possibilities may prove attractive to future 
pharmacists. Moreover, there are economies 

of scale in administration, bulk buying, inven- 
tory financing and common services which will 
make for a healthier pharmaceutical industry 
and in an active, competitive situation would 
be likely to produce lower prices. 

The fact that in five of the ten Canadian 
provinces there are na such restrictions on 

the ownership of pharmacies suggests that 

there is no real need for such controls." 33 


In the legislative enactment following the Committee's report, the 
majority prevailed. Section 141 of the Health Disciplines Act, Loge 
re-enacted the provisions of the Pharmacy Act dealing with the directors 


requirement and share ownership limitation. 


(iii) British coli 

In enacting the Professional Corporations hee of 1970, British 
Columbia was the first province in Canada to provide for professional 
incorporation as a special class of corporation. However, the Act did not 
have an auspicious career. In ca ia its operation was suspended until 


bE Juky, 29720 “In 140" it was amended to repeal immediately the provisions 


authorizing new incorporations and to repeal as of 1 April, 1977 the 


55. Ibid: 

Of. &.0.-1974, c. 47. 

ooh For a review of the British Columbia experience with professional ; 
eee ee ianier- 1; Smeltzer, supra n. 1; Iacobucci, 
sonra 8. C0 IS70y eli SA 

Sie a. Bate EOL, «ce. Se. Sy, EZ, 
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remaining provisions of the Act. The effect of the 1974 amendment was that 
all corporations incorporated under the Act were struck off the register 
and dissolved by 1 April, 1976. The repeal was apparently motivated by 
concern on the part of the provincial government that it would lose some 
tax revenue since the federal government's revenues would be less which 
would lead to a corresponding reduction in the provinces's.”> 

The Act provided that, if the governing body of a profession permitted, 
members of the profession could incorporate under the Act. The provisions of 
the Companies Act applied to professional incorporations except where 
inconsistent with the requirements of the Professional Corporations Act. 

The principal distinctions made with regard to professional corporations was 
that limited liability was specifically excluded: 

Despite the repeal of the Professional Corporations Act, the issue of 
incorporation is not dormant in British Columbia. In January, 1977, the 
Joint Committee on Provincial Taxation © submitted a brief on behalf of the 
major professional groups in British Columbia’ to the provincial Minister 
of Consumer and Corporate Affairs urging the enactment of a new Professional 


Corporations Act. The brief argued that 


39, See MacIntyre, supracns. 1) 


40. The Committee is a joint effort of the Canadian Bar Association - 
B.C. Branch and the Institute of Chartered Accountants of B.C. 


41. The professions included the land surveyors, architects, engineers, 
accountants, physicians, lawyers and dentists. (Engineers in B.C. are 
already permitted to incorporate with limited liability but they supported 
the brief.) 


42. Joint Committee on Provincial Taxation, Brief on Professional 


Corporations (January, 1977). 


ie) 


"there is no rationale for: prohibiting 
professionals to incorporate their 
business activities in the same manner 

as anyone else who is carrying on a 
business, provided that sufficient 
safeguards for preserving the appropriate 
degree of professional responsibility to 
the community can be maintained." 43 


The brief concluded that these safeguards could be devised and recommended: 


"That an Act be passed which will remove 
the prohibition against incorporating which 
exists in any specific professional act, 
while at the same time ensuring that 
professional corporations are bound by 

the same legal and ethical rules as 

those which govern individual profes- 

sions and that the professional services 

of a corporation are performed in a 
competent manner. 


To achieve this objective, it appears 
essential that the performance of any 
professional services by a corporation 

be supervised by an individual who is 
personally qualified to render such 
services, and that any individual so 
engaged and all other officers and 
shareholders of professional corporations 
should be personally responsible for the 
acts of the Corporation. It is proposed 
that an Act should be passed permitting 
the incorporation of professional 
corporations through procedures which 

are virtually identical to those governing 
the incorporation of a company under 

the Companies Act, with the notable 
exception of limited liability. Before 

a corporation can go into operation, it 
should be required to obtain a practising 
permit from the governing body of the 
profession. The practising permit 


eecealbid..p. ne 


20 


should have a limited duration and 
should be subject to renewal in order 

to ensure continuing supervision of 

the conduct of professional corporations 
by the governing bodies." 44 


As of the date of writing of this paper, no legislation has resulted 


from the brief. 


(iv) wabastaee as 


Uncaioa loys cnendnencee the Alberta Companies asite cdiniinoet dixvectly 
address the question of professional incorporation. However, engineers and 
architects were able to incorporate under the general incorporation procedures 
of the Act. The 1975 amendments explicitly permit lawyers, accountants, 
physicians and dentists to incorporate subject to a number of 


special conditions set out in amendments tO each profession's governing 


44, Ibid, p. 5. Although the brief called for unlimited liability, it 

also recognized that professions able to incorporate at present with limited 
liability, e.g. engineers and veterinarians, should be ''free to explore 

that alternative separately through separate channels''. It also suggested, 
however, that the new act would ''enable any professional groups who currently 
are able to use limited liability companies the option of having their 

members incorporate under the Professional Corporations Act, so that the 
ability to incorporate is maintained while at the same time personal liability 
LS amrestricted 





45. For a review of the Alberta experience, see Rodney, 'Professional 
Corporations" supra n. 1; Iacobucci, Pilkington and Prichard, supra n. l, 
pp. 87-90; McDonnell, supra n. 1, pp. 10-11. 


46. Attorney General Statutes Amendment Act, 1975, (No. 2) S.A. 1975 (2nd 


Sess.), c. 44. This statute is reproduced as Appendix B to this paper. There has 
been one reported case to date dealing with the new professional corporations: 
see’ Mosier vi Mosier, *(1978) 60: D.L.R. (3d) 703 (Alta. S.C.f.0-). 


47. R.S.A. 1970, c. 60 as amended. 


Ped | 


48 , ‘ F 5 ae 
statute, While there are some minor differences among the provisions of 
the four statutes, the conditions governing legal practices summarized below 


are representative. 


"The Legal Profession Act provides that to 
be eligible for a permit to practise law 

in its own name, a corporation must satisfy 
the Secretary of the Law Society that it is 
a company limited by shares and in good 
standing with the Registrar of Companies, 
that its objects include those contained in 
the Schedule to the Act, that its name 
contains the words "Professional Corporation" 
and complies with any rules made by the 
Benchers, that legal and beneficial owner- 
ship of the company's issued shares is 
vested in one or more active members of 

the Society, and that all directors and 
persons who will carry on the practice of 

a barrister and solicitor on behalf of the 
company are active members of the Society. 


If a company which meets these criteria 
files an application in the form prescribed 
by the Benchers and pays the prescribed 
fees, the Secretary of the Law Society must 
issue the permit which entitles the corpora- 
tion to practice 1aW in Its’own trame.=" Such 
a permit is valid for one year but may be 
revoked if the corporation ceases to meet 


48, Flynn, supra n. 1, p. 32, explains the background to the amendments: 
"In 1968 the Institute of Chartered Accountants of Alberta established an 
ad hoc committee to investigate the matter of professional incorporation. 
At the institute's general meeting in June, 1969, the membership approved, 
in principle, a resolution providing for the incorporation of accounting 
practices. Around the same time, representatives of the Law Society of 
Alberta were working toward the same end and draft legislation was soon 
available for presentation to the legislature. 

Although the Alberta government did nothing with this draft legislation 
for a number of years, in early 1975 the Benchers of the Law Society of 
Alberta, finally got the Attorney General to ask for draft legislation for 
four professions: medicine, law, accountancy and dentistry. (Architects 
and engineers had already been able to incorporate for some years.) The 
legislation was passed in the midst of the expected public outcry that it 
was a sop to the already wealthy professionals." 
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the above qualifying conditions. If the 
corporation ceases to qualify only because 
a shareholder of the corporation has died 
or lost active membership in the Society, 
the corporation has ninety days within 
which to fulfiJ. the: condition, failing 
which its permit automatically terminates. 


Although a professional corporation permit 
issued by the Law Society enables lawyers 
to benefit from some of the advantages of 
incorporati on,.«Lt) does, not.. affect; the 
liability of any shareholder or employee 
carrying on, the practise ofa barrister 
and ssolicitor;,» Nor, does it,.affect.his 
fiduciary ,. confidential, or, ethical 
relationships with clients or his obliga- 
tion to comply with the Legal Profession 
Act and the Rules enacted thereunder. A 
shareholder of a professional corporation, 
who must be an active member of the Law 
Society, cannot enter into a voting 
agreement with any non-member. Further, 
no professional corporation can employ 

a suspended member of the Law Society or 
one whose name ha* been struck off the 
rolls except with the authorization of 
and subject to conditions imposed by the 
Benchers. Thus the corporation form 
cannot be used as a means of avoiding the 
duties and qualifications imposed on 
individual practitioners by the Legal 
Profession Act. 


With some modifications, the Legal 
Profession Act and Law Society Rules 

are made applicable to professional 
corporations, even though they cannot 

be enrolled as members of the Society. 

A professional corporation can be 
disciplined for conduct unbecoming of a 
barrister and solicitor and be reprimanded 
or have its permit suspended or revoked. 
Professional corporations as well as 
their shareholders, directors, officers 
and employees are deemed to be subject 

to the laws governing fiduciary, confi- 
dential and ethical relationships between 
solicitor and client. The assurance fund 
is extended to cover misappropriation by 
a Society membér connected with a 
professional corporation of money or 
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property entrusted to the corporation. 

Provision is also made for a judge to 

appoint a custodian of a professional 

corporation when its permit has been 

suspended or revoked, one of its share- 

holders has died or become incapacitated, 

the corporation is unable to practise 

as a barrister and solicitor, a share- 

holder has absconded or is improperly 

absent, the corporation has neglected 

its practice, for. an unduly extended 

period, there 1s .réason to believe that 

the trust moneys held by the corporation 

are not SUEELCLENt to meet ifs trust 

liabaliti1es..or other sufficient grounds 

CX1St on eno 

As a result of the 1975 amendments, the Alberta Companies Act now permits 
engineers, architects, accountants and lawyers to incorporate although the 
particular conditions governing the professions vary. Although no precise 
data is available, it appears that the Act "has been very popular and a 
ei! 4 : ; 50 
large mimber of practitioners are incorporating professional corporations". 
The Secretary of the Alberta Law Society is reported as saying that about 300 
of the province's 1800 lawyers have formed professional corporations to date 
; : 2 : 
and that the numbers continue to increase. A Tt rs further reported that 
most of these incorporations involve single practitioners who then form 
: mye wea ; 52 

partnerships combining a number of the individual corporations. AS was 


indicated above, this form of organization is designed to achieve the 


maximum possible tax savings, 


49. JIacobucci, Pilkington and Prichard, supra n. 1, pp. 88-90. 
30, Joint Committee, Supra nm. 42, p. 2. 
51. Whittingham, Financial Post, 17 December, 1977, p. 5. 


52, ibid. ALSO, See Natronal, npral” 19738 .-p. "29. 
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(v) United States’ 


Although Canadian experience with professional corporations is 
limited and recent (except in engineering), the experience in the United 
States has been substantially broader. Primarily as a response to the 
different treatment of partnerships and corporations under the Internal 
Revenue Otay all states and the District of Columbia allow all or at 
least specified professions to practice as corporations or associations. 
Approximately thirty-five states have broad professional corporation or 
association statutes covering all professions while the remainder enumerate 
specified professions which may ncomorete.: 

While each professional corporation statute is a unique legislative 
enactment, there are a number of essentially universal features in the 


provisions of the various states. Cavitch describes them as follows: 


53. There is a very substantial body of iiterature on professional corporations 
in the United States. The leading sources are Eaton, Business Organizations, 
Volumes 17-17), .(particularly.Chapter 1, “Introduction”, Chapter *s, “Non-tax 
Characteristics .ot Corporations’. Chapter. &, ,UEthical and Legal Status | 
Chapter 9, "State Statutes" and Chapter 13, “Ownership Changes and Getting 
Out"); Cavitch, Business Organizations, Volume 4A, Chapters 81 and 82; Note, 
“Professional,.Corporations ,and Associations". »(1962) "75 Harvard De Rev ..77 0, 
American Bar Association, "Professional Corporation Supplement to the Model 
Business Corporation Act'*, (1976) 32 Business Lawyer 289: and (1977) 53 

Business Lawyer 929; Prins, ''Accident and Malpractice Liability of Professional 
Corporation Shareholders", (1977) 10.U, Michigan J. of Law Reform 564. For 
bibliographies on professional corporations, see Eaton, Business Organizations, 
Volume 17D, p. B1B-1 and Cavitch, Business Organizations, Volume 4A, Chapter 
Sl pps: 325-327 -and Chanter S220). 62-1. to 67-7. 


54. Caviteh, asupra nN. 53,.5...81.0L. pe oe states... .VProtessional as5soctation 
or professional corporation statutes have been passed in many states simply 
and solely to enable the self-employed professional person to share in some 

of the many tax benefits long afforded to employees of non-professional 
enterprises, particularly in the tax bonanza of qualified pension and profit- 
sharing plans.'"' The treatment of professional corporations by the Internal 
Revenue Service followed a long and tortuous development. See Cavitch, supra, 
Chapter 81; Eaton, supra n. 53. 


oe. Cavitch, supra Nl. 53, 0S: 82.10,. pa o2a18. 


26, “dhid. 
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The laws and statutes of the incorporating jurisdiction 
and all rights, privileges, and duties applicable to 
other private corporations shall apply to professional 
corporations or associations. If such laws are in 
conflict with or inconsistent with the provisions of 
the professional corporation laws, the provisions of 
the professional corporation laws apply. 


Professional people must change their own status from 
that of partner or proprietor to employee. In forming 
professional entities to obtain the retirement and 
other fringe benefits available to corporate employees, 
they must be classed as employees. 


Individuals or a group of individuals may incorporate 
or associate to form a professional entity to render 
all of the professional services which they may 
perform as partners or proprietors. 


A corporation may not issue its stock to anyone who 
is not duly licensed to render, the, same specific 
professional service. 


A professional corporation may render one type of 
professional service only, and may only be organized 
for, that one purpos.. 


The mixing of various professions in one corporate 
entity, or having ownership participation by non- 
professionals, is prohibited. 


The corporate name of the professional corporation must 
contain such words as "professional association", 
“chartered! | @Mancorporated’’, -""professional corporation", 
or the abbreviations of such words. A number of statutes 
require that the corporate name of the professional 
corporation shall contain the last name of one or more 
of its shareholders, unless the regulating board of 

the ethics of a profession permit the use of a .corporate 
name which does not include the surname of any present 
or former shareholder. 


A shareholder of a professional corporation may sell 
or transfer his shares to only a licensed person of 
the same profession. Such sale or transfer usually 
requires the approval vote of a majority of all share- 
holders. Some professional statutes state that the 
articles of incorporation may provide specifically 
for additional restraints on the alienation of shares. 
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Se No professional corporation may render professional 
services except through those persons who are licensed 
within the state to render the same type of profes- 
sional services as the corporation and who are its 
shareholders, directors, officers, employees, or 
agents. 


10. The professional corporation does not modify the 
relationship or the liability between the professional 
and the person receiving the service. 


11. An officer, shareholder, agent, or employee remains 
personally and fully liable for any negligent or 
wrongful acts or misconduct committed by him, or 
by any person under his direct supervision and 
control, while rendering professional services on 
behalf of the corporation to the person for whom 
such professional services were being rendered. 


12. Clerks, secretaries, and other assistants are not 
included within the term "employees" and are not 
usually or ordinarily considered, by custom and 
practice, to be rendering professional services to 
the public for which a license or other legal 
authorization is required. 


‘13. In most state statutes; a-professional corporation 
may invest its funds in real estate, mortgages, 
stocks, bonds, and other types of investments, and 
may own real or personal property necessary or 
appropriate for rendering wes iprofessional service. 


14, All the state professional entity: statutes have a 
provision that the act's provisions shall not 
abolish ;*repeal, (modify, (rest rictpvor slamiticthe 
laws in effect in that state applicable.to ‘the 7 
professional relationship and standard of conduct. 
There was considerable concern in the United States that, particularly 
with regard to the legal profession, there may be an inconsistency between 
the corporate form and the ethical and fiduciary obligations of professionals. 


However, in 1961 the American Bar Association released its watershed decision 


; ad OS alcals 
in Opinion 303° which held that the practice of law in corporate form did 





Sy Ibid, ‘Sv 782. 0lfvpp .2 82-31 to 82-33. 


Bee American Bar Association, Opinion 303 (27 November, 1961). The opinion 
1s reproduced as Appendix C to this paper. 
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not of itself constitute a violation of the profession's ethical requirements. 

"Lawyers who practice law in a form of organization 

usually designated by a professional association or 

professional corporation, which has the character- 

istics in whole or in part, of limited liability, 

centralized management, continuity of life, and 

transferability of interests, may be, but are not 

necessarily, acting in violation of one or more of 

the Canons. The mere fact that the form of organi- 

zation used by lawyers to practice law is a profes- 

Sional association or professional corporation does 

not in and of itself constitute a violation of any 

canon as it is the substance of the arrangement and 

not the form that is controlling." 59 
Since, this decision,.the basic controversy as to the ethical proprietary 
of the corporate form has been clearly decided in favour of incorporation. 

The prevalence of state professional corporation statutes has now led 
to the development of a model uniform statute, the Professional Corporation 
4 : 60 ; 

Supplement to the Model Business Corporation Act. While the model 
provisions reflects) the general. characteristics of the state: statutes 
described by Cavitch above, the Act does provide a distillation of the 
accumulated American experience and a consensus as to the most successful 
provisions. The Act deals with the definition of professional services; the 
objectives, activities, powers and name of professional corporations; the 
right of the corporation to issue, transfer and buy back its shares; the 
death or disqualification of a shareholder; liability of the employees, 
shareholders and the corporation; professional relationships and privileged 


communications; voting of shares; directors and officers; merger, consolida- 


tion, termination and dissolution; foreign corporations; certification and 


59. Ibid, reproduced in Appendix C, p. 1. 


60. See supra n. 53. The Model Act was drafted by the A.B.A.'s Committee 
on Corporate Laws and adopted by the Committee in 1977. The Act is 
reproduced as Appendix A to this paper. 
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regulation of corporations; and annual reports. A number of the specific 
provisions of the Act will be considered later in this paper but the whole 
Act would serve as a very useful point of reference were Ontario to draft 


professional incorporation legislation. 


V. CURRENT POLICY POSITIONS OF THE PROFESSIONS IN ONTARIO 

With the developments in British Columbia and Alberta and 
the widespread use and acceptance of professional corporations in the United 
States, it is not surprising that the professions in Ontario have been seeking 
the right to incorporate. This section reviews the developments in each of 


the professions in Ontario and the current positions taken by them. 


(i) Engineering 

The engineering profession has not articulated any need for change in 
the present rules gcverning the incorporation of engineering practices including 
the absence of any minimum professional ownership requirements. °? The 
Association of Professional Engineers takes the position that the disciplinary 
powers?“ available to the Council provide sufficient control over non- 
professionally owned firms that ownership requirements are troteee es an 

The primary concern of the A.P.E.0O. regarding incorporation is that any 
provisions dealing with the incorporation of architectural practices not 
impinge on the ability of incorporated engineering practices to engage in 


mixed practices. The history of this concern is dealt with below in the 


discussion ‘of architécture. 


61, See Appendix D to the Research Directorate's Staff Study, supra n.1, 
js ey wi ae Fe . 

62. Corporations may be disciplined (i) in the same manner as a member of 

the Association, (ii) by revoking the certificate of authorization, and (iii) 

by disciplining the individual engineers under whose responsibility and 

Supervision the practice of engineering is carried on. 


63. See Appendix D to the Research Directorate's Staff Study, supra n.1, 
ye ea 
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(11) sArchptecture 

Although subsection 5(2) of the Architects Act bars incorporation of 
architectural practices, the Ontario Association of Architects has, for a 
number of years, been considering removing this prohibition. A provision 
to permit incorporation was one of the objectives of the revised Architects 
Act and since 1970 the draft Act has included a section allowing incorpora- 
nion an Section 15 of the draft Act states in part: 


TSy 7 419) Exceptrassprovideduin, thas Sé€ction,* no 
corporation shall engage in the practice 
ofiarchitecture. 


(2) Upon application therefor in the 
prescribed form and upon payment of 
the: prescribed) fee, the: Board shall 
issue or renew a licence to a corpora- 
tion to engage in the practice of 
architecture if, 


(a) one of the curporations's 
principal or customary 
functions is to engage in 
the practice of architecture; 


(bj). the practice, of architecture 
by the corporation is carried 
on under the responsibility 
and supervision of a director 
of the corporation who is a 
member; and 


(c) the beneficial ownership of 
the shares of the corporation 
is held by members to an 
extent not less than set 
forth in the regulations. 
There has been some dispute as to the exact percentage ownership required 


to be specified by the regulations; the Ontario Association of Architects 


advocated 100% but a possible compromise figure of 66 2/3% has been Suggested.” 


64. See History of Progress of Revised Architects Act (1976) p. 1. 


65. See Appendix C to the Research Directorate's Staff Study, supra n.1, 


p. 167. A.P.E.O., Summary of Members' Concerns Re the Provisions 
ot the Proposed Architects Act (1973) p.1. 
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It should be noted that section 15 does not modify the general rule of 
limited liability for the corporate form and therefore incorporated archi- 
tectural practices would gain this protection from liability. 

The issue of incorporation of architectural practices was canvassed 
in the 1974 Study of the Organization and Practices of the Architectural 
Profession in orpaeaetaes ee After noting the substantial presence of incorporated 
service and even development companies associated with unincorporated archi- 
tectural iene the authors stated: 


"The traditional professional arguments of personal 
reputation and identification with the building 
product and "unlimited" liability and responsibility 
for professional errors and omissions are largely 
illusory. Personal liability is often Jamted 
by having few personal assets, by phrases such as 
"no guarantees on cost estimates", "contractor 
shall verify all dimensions', and the like, and 
the ultimate reference to accepted practice as 
carried on by professional peers. Incorporation 
while permitting tax advantages over partnerships 
for architectural firms need not negate professional 
responsibilities in the true sense: clients can 
still demand insurance or capitalization equivalent 
to the liabilities likely to be incurred in the 
project. Responsibilities for exceptional projects 
would have to be dealt with exceptionally under 

-any iim Structure..." 158 


Despite the general acceptance of the concept of incorporation for 
architectural practices, the provisions of section 15 of the draft Act have 
become the focus of the sustained jurisdictional dispute between the Ontario 
Association of Architects and the Association of Professional Engineers of 


Ontario. 





66. Kuris and Martin, Study of the Organization and Practices of the 
Architectural Profession in Ontario (1974). The study was commissioned 
by the Ontario Association of Architects. 

Of e——Lb1dy py e29. 


68. Ibid, p. 30. 
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Although the A.P.E.0. "applauds the adoption of the principle of the 
professional service corporation" for architects as a "move which recognizes 
the activities and, indeed, the professional-business trends apparent today", 
it’ "cannot accept the specific translation of this principle contained in 
the proposed Act", °° The A.P.E.0.'s concern arises from its interpretation 
of subsection 15(1) of the draft Act which it claims "would cause the break-up 
of all incorporated engineering firms in which architects are employed, and 
would effectively preclude the undertaking of architectural services by duly 
registered architects employed in the normal sense of the word in any 
corporation, engineering or otherwise", ° 

Regardless of whether such a Graconian interpretation necessarily flows 
from the wording of subsection 15(1), two things are clear. First, the 
drafting of the subsection is infelicitous in the extreme if its intention 
is merely to enable incorporation of architectural practices and not to change 
the balance in the jurisdictional dispute. Second, while the share ownership 
requirement may well be a vehicle for achieving mixed firms, it need not 
stand in the way of mixed firms achieved by other means if the legislation 
so provides; all that is required is careful drafting of the necessary 
exemption provisions. It would be unfortunate and unnecessary if share 
ownership requirements were to frustrate the achievement of substantive 
developments in the area of mixed firms. ’+ 
69. Letter from C.J. Moull, President, A.P.E.0. to Attorney General, 

9 November, 1973, p. 2. 


70.°) Ibid. 


Vi. This issue is returned to infra in section X, pp. 65-72. ° The debate 
between the A.P.E.O. and 0.A.A. has now reached extreme positions. The A.P.E.0. 
has argued that to maintain reciprocity with section 20 of the Professional 
Engineers Act there should be no ownership requirement while the 0.A.A. is 
reported as being willing to revert to its bar against incorporation to avoid the 
controversy over share ownership and control. See also Kuris and Martin, 


supra, n. 66, pp. 28-29. 
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(111) Accounting 
Despite the present prohibition in section 25 of the Public Accountancy 


Act, the Institute of Chartered Accountants of Ontario has stated "that there 


: ; ‘ : : : ae, 
is no inherent objection to incorporation of a professional practice". 


The issue of incorporation by accountants was studied in 1979 by the Special 


Committee on Professional Incorporation and Professional Liability.’ ~ 


The Special Committee began its report by noting that the practice of 


ancillary services offered by accountants, such as management consulting and 


bankruptcy work, may be properly carried off in the corporate form. /“ In 


this regard, it observed that: 


"The experience of the Institute with management 
consulting firms and companies licensed to 
practise as trustees in bankruptcy, and the 
experience of the engineering profession where 
incorporation is in general use, would suggest 
that there should be no more difficulty in 
obtaining compliance with the rules of profes- 
sional conduct for members who are associated 
with a corporate body as compared with those 
whoare' ‘in’ practice e1ther as ‘sole: practitioners 
oman partnership." 75 


The Committee also reviewed and evaluated the traditional rationale for the 


prohibition on incorporation. 


"In following the pattern that public accounting 
can only be carried on as a sole practitioner 

or through. a partnership, the profession in 
Ontario has been following the practice in the 
United Kingdom and, until recently at least, 

in the United States. It has also followed 


vie Sct po eigen: A to the Research Directorate's Position Paper, supra n.1, 
De : 


73. 1.C.A.0., Report on the Special Committee on Professional Incorporation 


and Professional Liability (1970). 
74.7%, BAG; oie Os 
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the practice in the legal profession and 
certain other professions. The rationale 

for this rests with the inherent assumption 
that a professional man should be responsible 
for the professional services he renders and, 
in the event of negligence, his client should 
have the right to recover from him the 
damages which arose from such negligence. 

If one looks behind this theory to an assump- 
tion that the professional man stakes his 
entire financial responsibility on the 
quality of his performance, it could be 
argued that the profession should have 
prohibited liability insurance which can 
limit the financial implications to the 
praceur@oner “i tne event that ne ias been 
negligent in his performance. Such insurance 
is general, however, in all countries and 

in all professions, and provides additional 
financial security for the client so that 

the underlying argument for unlimited 
liability of the practitioner has already 
been very materially modified." 76 


The Committee also found that concern "due to the increasing litigation 
and threats of hictae atom had led many practitioners to demand a right 
to practice in the corporate form with a view to obtaining some financial 
protection. However, the Committee pointed out that at common law the 
protection from liability obtained by incorporation would not free the 
professional man from his personal negligence but would only protect his 
partners in a’firm from vicarious liability for his nee lceces 

Apart from the question of liability, the Committee identified a number 
of advantages and disadvantages of incorporation. Among the advantages.” 


the Committee cited: 


i mali tans ee 


(GS Monto 





78. Ibid, ps1. 


7. Spade pow L-12. 
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ie overcoming the tax "discrimination" against sole 
proprietorships and partnerships as compared with 
corporations; 

oe elimination of personal contractual liability 


for commercial obligations arising from the 
practice of the profession, e.g. leases; 


3. protection of the estate of the practitioner 
from actions of his associates and ease of winding 
up the practice on the death of the practitioner; 


4. provision of a "discipline" which is lacking 
in a partnership and the ability of the majority 
of shareholders: toi beable to.exercise more 
effective control over an employee of the 
corporation than a majority of partners would 
be able to exercise over wagpartues, 

: 80 : 
A number of disadvantages were also cited: 

die loss of flexibility in that directors and 
officers would be required, which led the 
Committee to believe that "many of the firms, 
and particularly the larger firms, would forego 
the advantages of incorporation in order to 
continue the flexibility within the partnership 
which they now enjoy"; 


Lie potential tax disadvantages in addition to the 
tax advantages; 


De restrictions on loans to shareholders; 

4, possible adverse public relations effects. 

After weighing these considerations, the Committee concluded that there 
was "no reason why the Institute should object to its members carrying on 
practice in the corporate form if it is to their advantage to do so" provided 
that the enabling legislation ensures "that the corporate form does not make 
more difficult the relationship between the Institute and its members or is 


pee 81 ; 
CONTPaATY aCOLEnG DUD LLC eit erest!t, The Committee also recommended a number 


80. fbid, Gop. RrQeIs. 
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. ; 2 82 
of specific conditions under which corporate practice might be permitted. 


i The right to practice as a corporation should 
not change the professional obligations of its 
shareholders, directors, officers and trustees. 


Zs All shares of the corporation should be 
beneficially owned by persons who would be 
entitled to be a partner in the firm af it 
were carried on in partnership form as chartered 
accountants. 


Die Only duly qualified shareholders or others who 


would be eligible to be shareholders should 
be directors of the corporation. 


4, Phe corporation should not be permitted to 
become insolvent, insolvency defined as in 


section 1(7) of the Ontario Business Corporations 
Act. 

Dis In the event that a corporation should become 
bankrupt, each shareholder of the corporation 


should be subject to professional discipline as 
though he were personally to become bankrupt. 


Ox An annual return to the Institute should be 
required of each corporation. 


The Committee also considered but rejected the possibility of including 
a requirement for minimum capital and/or compulsory liability insurance. ©” 

Despite the Committee's recommendations and the Institute's position 
that there is no inherent objection to incorporation, to date no legislative 


action has been taken. 





62, Ibid, pp. 13-14, 


83. Ibid, p. 14. The Committee stated: "We have considered the possibility 
of including in such rules a requirement for minimum capital and/or liability 
insurance. We have rejected the former as being unnecessary at this time if 
the rules for financial responsibility and bankruptcy suggested above are 
imposed, Any requirement for a minimum capital might be unfair to the young 
practitioner, unless the minimum were so low as to be ineffective as protec- 
tion to his creditors. So far as liability insurance being a requirement, we 
believe, as we have stated in Section 2 that liability insurance is desirable 
for all practitioners but that it should not be compulsory. The corporate 
form, in itself, should not affect the need to carry such." 
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(iv) Law 

Since the report in 1967 of the Lawrence Committee, the Law Society of 
Upper Canada has addressed the question of incorporation three times and each 
time it has approved the concentese Most. recently, in June, 1977, the Law 
Society adopted the recommendation of the Special Committee on the Incorporation 


of aw Practices: thatere: 


Ee; approve in principle the practice of law in 
this Province by professional corporations 
provided the personal liability and responsi- 
bility of the individual lawyer is not hereby 
limited; 


Pasa refer to the Legislation and Rules Committee 
the question of the necessary amendments to 
The Law Society Act, Regulations and Rules, 
the Solicitors Act and Rulings of the Profes- 
sional Conduct Committee to permit the 
practice of law to be carried on in the 
Province of Ontario by professional corpora- 
tions; and 


oe give your Committee authority to retain 
counsel to assist the Legislation and Rules 
Committee if necessary and to discuss with 
Revenue Canada the tax status of such 
corporations. 85 


The first study of incorporation was initiated in 1967 in the wake of 
the Lawrence Committee's recommendations and it submitted its report in Woageee 


After a brief review of developments in other provinces, the Commonwealth and 


the United States, they concentrated on the tax aspects of incorporation 


84. Report of the Special Committee on Incorporation of Law Practices (1969); 
Report of the Special Committee on the Incorporation of Law Practices (1972); 
Report of the Special Committee on the Incorporation of Law Practices (1977). 


85. Law Society of Upper Canada, Minutes of Convocation, June, 1977, pp. 
L2= 415 3y 


86. Report (1969), supra n. 84. 
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including pension and profit sharing plans and concluded that there were 
substantial potential tax savings available through incorporation. The 
Committee emphasized that the primary, if not exclusive, motivation for 
incorporation was the tax advantages and then analyzed possible competing 
considerations. 


"The issue may well be whether monetary tax 
advantages of incorporation would outweigh 
resulting prejudice to the professional status 
the lawyer now enjoys, which, to a very consid- 
erable degree, has its foundation in his 
personal relationship with his client. It is 
assumed that legislation could be drafted 
which would effectively impose personal 
liability of the lawyer-employee of a law 
corporation comparable to the personal 
liability of the lawyer today. The prejudicial 
consequences of incorporation are of a highly 
intangible nature and it is understandable 
that widely differing opinions will be held 
and expressed. With taxes playing such an 
extremely important part in the financial 
success of any business operation, any advan- 
tage that can be gained by placing the lawyer 
on the same basis as the business man should 
not be overlooked. Your Committee assumes 
that the shareholders of an incorporated law 
practice would be at all times members of 

the Society in good standing and believes 

that their personal relationship to the 

client and,to, the courts would not be 
affected. This seems a reasonable assumption, 
and, 16,50,.the mayer reason for nof pressing 
for legislative recognition of incorporation 
is removed. 

The tax benefits which might result from 

the use of a Professional Corporation flow 

to the lawyer. No one has suggested that 

the use of a Professional Corporation would 
nesitlt, 1m beLfer servece, £0 the public. On 
the other hand, the reasons given for opposing 
the use of the professional corporation 
include the suggestions that the public might 
not be so well served. 


If the use of the Professional Corporation 
wili not result in better service to the 
public, and its main purpose is to confer a 
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benefit on the professionals who use it, then 
it should be so designed and regulated that it 
will not detrimentally affect the service 
rendered to the public. 


The traditions of a profession should not be 
lightly altered. The ethical and professional 
standards established by generations of service 
demand the greatest respect. But when a 
professional service, which has been tradition- 
ally rendered personally, can, by statute and 
regulation, be rendered equally as well by 
corporate,fom,, the.risht to usé that "corporate 
form should not be denied, if in granting it, 
distinct advantages flow to those who use it. 
On the other hand a member of our profession 
should not be permitted to avoid his responsi- 
bilities to his client including unlimited 
liability by the use. of. .a corporate form. 


On balance, your Committee is of the opinion 
that the members of the Society may obtain 
advantages by using a Professional Corporation. 
If they wish to do so, they should be given the 
privilege. However, that privilege should 
carry with it the obligation to maintain our 
ethical and professional standards without 
impairment, including unlimited liability to 
the .client '' 43/ 


The Committee's recommendation that when the new corporations legislation 
were adopted, "legislation to permit the practice of law by a professional 
corporation (the shareholders of which would be restricted to members of 
the Society) under conditions that ensure the high standards of the profes- 
Ronee: be sought was adopted by Convocation in September, 19692"" 

The Special Committee on the Incorporation of Law Practices was 
reappointed in November, 1969 "'to consider the effect of the proposals 


: : : F 90 : : 
contained in the White Paper on Taxation". The Committee reported in 1972 





87. Ibid, pp. 7-11 (with omissions). 
S50 - .Rt0s) pci, 
89. ‘Report 01972)5 suprden 4, Det: 


SG, (ibid; 
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that after a reconsideration of the issue in light of both the White Paper 
and the new Income Tax Act, it saw "nothing in the material which would 
affect its earlier peeonendationte = However, the Committee made no 
recommendation as to when and in what manner the enabling legislation might 
be sought. 

The question of incorporation was left in abeyance until the 1977 Report 
from the Special Gommntee.: © The, Report ¢deakt almost exclusively with the 
"severe tax disadvantage vis-a-vis persons carrying on a small business or 
profession (e.g. engineering) in a corporate form in the Province by virtue 
of the prohibition against incorporation by tery oal = and concluded that 
substantial tax savings were possible. As was noted above, the Committee 
recommended in favour of incorporation and its recommendation was adopted 


by Convocation. 


Although the Committee's conclusions in 1977 were entirely consistent 
with the earlier studies, two details of the contemplated form of incorpora- 
tion were clarified. First, the Committee clearly was considering partner- 
ships of professional corporations. It stated: "It should be pointed out 
that the corporations incorporated by the individual partners in a firm would 
become the partners of the firm for partnership purposes." Second, the 
Committee held out the possibility that while all the voting shares of the 
corporation would be held by the professional, "non-voting growth shares" 
might be held by members of his fauity. °° These two points are returned to 


later im the paper. 





91... Ibad: 

92. Report (1977) supra n. 84, 
93. Ibid,-p.—d. 

94. Ibid, p. 3. 


95, Ibid. 
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(v) Summary 

At the present time, each of the professions favours incorporation and 
does not believe it to be inconsistent with the public interest, although 
the particular recommended conditions under which it might be permitted vary 
primarily with respect to limited liability and beneficial share ownership. 
The engineers and architects envision full limited liability, the accountants 
a modified form of limited liability and the lawyers unlimited liability. 
With respect to beneficial ownership of shares, the engineers support no 
professional ownership requirement while the architects seek a 66 2/3% 
requirement and the accountants and lawyers would require 100% professional 


ownership, at least of voting shares. 


VI. PRIMARY NON-TAX ADVANTAGES AND DISADVANTAGES OF INCORPORATION 

The four professions' support of allowing incorporation of professional 
practices is clear evidence that there are some net advantages to incorpora- 
tion. The difficulty, however, is to determine the nature of these advantages 
and to whom they are likely to accrue. In particular, if the advantages are 
primarily in the form of tax savings to the individual professionals, it is 
difficult to arrive at any decision as to the public interest in the 
incorporation issue (as opposed to the private interests of the professionals) 
without addressing the wealth distribution implications of the decision. 
Therefore, this section of the paper delineates the primary non-tax advantages 
and disadvantages of incorporation while the following section adds the tax 
aspects of incorporation and their implications for policy formation. The 
non-tax considerations are reviewed by examining the traditional attributes 


: : ; : sie ; Ms soy 9 
of incorporation and their applicability to professional corporations. 





96. This methodology is suggested and used by McDonnell, supra n. 1, p. 6. 
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(i) Advantages 

It 4s Rn: to recognize at the outset that many of the profes- 
sional practices are substantial business undertakings vitally involved in 
commercial activity. While recognizing and respecting their professional 
responsibilities and aspirations, practitioners of the four professions are 
engaged in important and often competitive entrepreneurial activity. Given 
that in almost all other spheres of commerce and entrepreneurship the corporate 
form is the most common entity for carrying on business, it should be expected 
that the corporate form will offer certain advantages to the professional firm. 


Some of these potential advantages are described below. 


(a) Continuity of Existence 


A corporation has a perpetual existence in the sense that it is not 
terminated upon the death or retirement of one or more of its owners since 
as a statutory creation it has an existence independent of the individuals 
participating in it. This continuity of existence may in a variety of 
settings accord with the expectations of the clients of the firm and as such 
represent an advantage. However, in view of the flexibility which can be 
obtained from a properly drawn partnership agreement, the advantage would not 


appear to be sdigpiiificants: 


(b) Centralization of Management 
The requirements of the Business Corporations Act dealing with the 


election of directors, the appointment of officers and the allocation of 
management responsibilities may formalize the decision-making structure of 
a firm which incorporates. The statutory allocation of managerial responsi- 


bilities may clarify relationships within the firm and enhance the internal 


97, See McDonnell, supra n. 1, p. 8. 
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control and discipline mechanisms of the firm. Again, however, as with 
continuity of existence, these same advantages can be achieved through 
careful drafting of a partnership agreement. The ditference Ties in the 

fact that the corporations statute demands the formality while partnership 
law merely facilitates it. At the same time, it should be recognized that 
the corporate form may lead to a loss of flexibility in structuring decision- 


making and may thus be a mixed Mena, 2 


(c) Limited Liability” 

As a general rule, a corporation as a separate legal entity is only 
liable to the extent of its assets. That is, a person seeking to enforce a 
debt, judgment or other obligation against a corporation may succeed only 
against the assets of the corporation and in this sense the corporation and 
its shareholders enjoy limited liability. A shareholder of the corporation 
is not as such liable for the obligations incurred by the corporation and 
therefore his liability is limited to the extent of his investment in ive 

Regarding negligent acts by shareholder/employees of a corporation, 
the individual shareholder/employee is personally liable for his torts to 
the extent of his personal assets and the corporation is vicariously liable 
for the shareholder/employee's negligent acts to the extent ofits assets. 


Therefore, while a shareholder/employee remains liable for his own negligent 


acts or advice (and that rendered under his supervision), he is not personally 


98. For example, courts have imposed limitations on the extent to which a 
shareholders' agreement can fetter the discretion of the directors. See 
Iacobucci and Johnston, "The Private or Closely-held Corporation" in Ziegel, 


2 Studies in Canadian Company Law (1973) 68 at page 110 ff. However, see 
Iacobucci et al., supra n. 1 at pp. 161-163 for a discussion of shareholder 


agreements and the potential for statutory flexibility. Furthermore, see the 


Statutory provisions for unanimous shareholder agreements under section 140 


of the Canada Business Corporations Act. 


99. For a brief introduction to limited pba tye see Gower, Modern 


Company Law (1969) pages 71-73. 
100. Business Corporations Act, s. 104. 
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liable for the acts of other shareholder/employees of the corporation. By 
wav of contrast, in a partnership, every partner is jointly and severally 
liable for the negligence of his fellow partners since each partner is the 
agent of all the others in carrying on the normal business of the coer? 

As a result, the liability of the participants in a professional firm 
is less extensive if the business is carried on in the corporate as opposed 
to the partnership form. The essential reduction lies in the elimination of 
the personal liability of the shareholders of the firm for the tortious acts 
of the other shareholder/employees. 

This net effect, known as limited liability, is sometimes offered as an 
advantage of incorporation. It is said that limited liability encourages 
risk taking and entrepreneurship by relieving the owners of some of the risks 
of the enterprise. Further, as will be argued below, the limited liability 
feature of the corporate form facilitates the development of efficient capital 
markets for corporations with widely distributed shareholdings. 

The advantages and disadvantages of limited liability are addressed at 
some length later in this paper. For present purposes it is sufficient to 
state that as a matter of theory, only in the case of corporations with widely 
distributed shareholdings can a persuasive case be made for limited liability 
as a statutory presumption accompanying incorporation. As a result, while incorp- 
oration traditionally carries the assumption of limited liability, this can only 
be offered as an advantage from a public interest perspective in the case of 


widely-held corporations, a form of organization not likely to be associated 





100a. See Partnerships Act, R.S.0. 1970, c. 339 ss..10 and ll. 
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with at least some of the professions. In addition, it should be emphasized 
that to the extent limited liability is desired as a way of assigning certain 
risks to the creditors or clients of professional firms, this assignment can 


100b 
be achieved by contractual arrangements determining the extent of liability. | 


(d) Transferability of Interests 

The admission and withdrawal of members of the firm arising from purchase, 
sale, death or retirement may be facilitated by the corporate form as equity 
shares in the corporation could provide a readily transferable interest. 
However, three limitations on the magnitude of this advantage should be noted. 
First, a partnership agreement can create a mechanism for transfer of interests 
very similar to that obtained by purchase and sale of shares. Second, the 
mere existence of shares does not overcome the sometimes difficult problem 
of valuation of the interest in the firm. Unless there is a developed market 
for the shares (a condition unlikely to be fulfilled if there are substantial 
constraints on beneficial ownership), the valuation problem is not likely to 
be any easier in the corporate form than the partnership formato Thirds in 2 
range of situations, the transfer of interests through the corporate repurchase 
of shares may have disadvantageous tax implications and as a result its frequency 


of use may be Tinereaneue 





100b. With respect to clients of professional firms, the ability to assign 
risks contractually is somewhat clouded by the continuing confusion as to the 
nature of professional civil liability. See Nelson, "The Source of Professional 
Liability: Tort or Contract?" in LSUC, Current Problems in the Law of 


Contract (1975), p. 523: 


101. While the problem of valuation is not overcome by incorporation, the 
marketability of the shares may be enhanced. Assuming that the professional 
corporation would be permitted to repurchase its own shares subject to the 
usual limitations regarding creditor and shareholder protection, the corporate 


form permits the firm itself to become a potential purchaser of the interest 
being transferred. 


102. See McDonnell, supra’n sl, -“ps 6: 
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(e) Received Financial Instruments 

A professional firm may be able to reduce the costs of raising either 
debt or equity capital from lay investors if it is organized in the corporate 
form. Corporations legislation offers a sophisticated array of financial 
instruments to accommodate both debt and equity investments, the full range 


of which may not be readily accessible to a partnership. The magnitude of 


this advantage depends, of course, on the manner in which the firm's practice 
is financed and the extent to which the firm is permitted to rely on non- 


professional sources of capital. 


(f) Facilitation of Commercial Dealings 

As business enterprises, professional practices must engage in a range 
of commercial relationships including entering leases, agreements for support 
services and contracts of employment with non-professional staff. The corporate 
form may in some circumstances facilitate and simplify these commercial dealings 


and thus offer some savings in transactions costs. 


(g) Compensation Systems 


The corporate form creates the potential for a wider range of compensation 
schemes since employer-supported health plans, life insurance, deferred profit 
sharing pensions and loans for employees gain preferred taxed treatment nt 
available to a partnership. °° Although much of this advantage should be classified 
as purely a tax advantage, it is at least plausible to suggest that the greater range 
of compensation packages available may allow more creative design of compensation 


schemes, thus sharpening incentives and heightening productivity. -°* 





103. See O'Brien, supra n. 1 at pp. 158-159, 


104. The same argument might be made with regard to estate planning techniques 
which may be facilitated by the corporate form. 
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It has been reported that some architectural firms have been denied 


; ny reer ‘ 105 
access to some overseas markets by virtue of their inability to incorporate. 


The bar has arisen where the foreign client demands that the firm be incorpo- 
rated as a prerequisite to the firm being considered as a supplier. Although 


3 ; : jf : 106 
the client's motivation for such a requirement is not altogether clear, 


to .thecextent=1t exists;a-barrier to the Ontario firms is being created which 


could be eliminated by professional corporations legislation. 


(i) Differential Access to Incorporation 

The elimination of differential access to incorporation by means of 
general professional corporations legislation could avoid certain distortions 
in the development of multi-disciplinary firms. Quinn explains: 


"The differential treatment of the incorporation 
privilege among the four professions has the indirect 
effect of impeding multi-disciplinary practice. For 
example, engineers enjoy the privilege of corporate 
practice, awhile architects do nots ,Assa nesiult, Jan 
engineer who wishes to engage in multi-disciplinary 
practice with architects must sacrifice the benefits 
of corporate practice; if the incorporation privilege 
entails substantial tax or other business advantages, 
the engineer is deterred from multi-disciplinary 
innovation beneficial to consumers." 


However, Quinn goes on to point out that this is not necessarily a compelling 
reason for allowing professional incorporation. 


"It should be emphasized that this multi-disciplinary 
practice dimension of the incorporation issue does ‘ 
not necessarily devolve into an argument favoring 
universal extention of the incorporation privilege; 

it is merely an argument for equal treatment, which 


105. Confirmed in a telephone conversation with Mr. Brian Parks of the Ontario 
Association of Architects. 


106. One possible explanation is that the foreign client uses the corporate form 
as a proxy for size and stability of the firm and thus relies on the incorporation 
requirement as a preliminary screening of potential suppliers. 


107. It may be that some firms have been able to circumvent the restriction 
on incorporation in Ontario by incorporating elsewhere and/or by associating 
themselves with an incorporated firm in another jurisdiction. However, there 
is no evidence that this is so and evén if it is, inefficiency is being 
created by the need for these avoidance techniques. 
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could be accomplished by withdrawing the privilege 
from groups who currently possess it. Moreover, the 
adverse impact from the differential extention of 
the privilege could be minimized by ensuring that 
professions with closely related or complementary 
functions receive equal treatment. Thus, uniform 
treatment among architects and engineers would be 
desirable, but differential treatment between 
architects and lawyers is unlikely to impede any 
Significant multi-disciplinary activity, at least 
in the near future." 108 


(ii) Disadvantages 
The disadvantages of professional incorporation have both tax and non- 
tax aspects. Consistent with the review of the advantages, only the non-tax 


considerations are dealt with in this section. 


(a) Loss of Flexibility 

Concomitant with the formalization of the firm induced by the corporate 
form is a loss of flexibility in the organization of its affairs. The corpora- 
tions statute dictates certain minimum requirements as to the organization 
of the firm and thus denies the owners some of the flexibility associated with 
a partnership. Additionally, the allocation of shares of income within the 
firm as circumstances change may become substantially more difficult necessi- 
tating at a minimum a sophisticated share structure or some provision for 
issuing additional ee Also, in the corporate form, the firm is 


arguably more difficult to dissolve than when carried on as a partnership. 


(by) Costs 

Incorporation involves a range of increased costs both at the point of 
incorporation and on an on-going basis. The formation of the corporation will 
involve both incorporation fees and legal fees. The latter may be quite 
ee ee ee BO ed Bi ee 8 en es Pel een 
108. Quinn, supra n. 2a, pp. 65-66. 


109. McDonnell, supra n. 1, p. 9. McDonnell notes that this problem is not 
faced in the partnership of professional corporations alternative. 
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significant for a large firm as the formulation of a basic plan and the 
drafting of the enabling documents are likely to be substantial tasks. On 

an on-going basis, the incorporated firm will face increased costs for annual 
reports and returns, additional administration, withholding at source of 
income taxes, Unemployment Insurance premiums and Canada Pension Plan contri- 
butions, and additional legal and accounting services. 

(c) Inconsistency with Professional Obligations 

It has been suggested by some commentators that the overwhelming 
disadvantage of professional incorporation is that it is inherently inconsis- 
tent with a professional's obligations and duties. At the level of image, 
it might be argued that the corporate form would represent an undue commercial- 
ization of the professions which are more than "mere money-getting rade is [tear 
Although this view may have had some validity at an earlier time, in the 
present professional environment it seems tenuous in the extreme to argue 
that the form of organization will somehow be determinative of the professions’ 
images or actions. Given that each of the professions under study operates 
vigorously and centrally in the commercial environment and utilizes corporations to 
provide support and ancilliary services, the extension of the corporate form 
to the professional services should not of itself be cause for alarm. 

A more substantial concern relates to whether the corporation might 
constitute a barrier between either the professional and his client or the 
professional and his governing authority. With respect to the client, it 
might be feared that the corporate form would dilute the professional/client 
relationship and associated privileges. With regard to the governing body, 
it might be feared that the corporate veil would create a bar to effective 


control over the individual professional. 
ce ee we YE eer ee 

110. Law Society of Upper Canada, Professional Conduct Handbook cited in 4. allan 
Leal, "The Regulation of the Professions: The Professional Organizations 
Committee of the Attorney General of Ontario" in LSUC, Special Lecture, 1977, 
(Toronto: Richard DeBoo Ltd., 1977). 
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These concerns have been considered and, in my view, met by appropriate 
drafting of professional corporations legislation. For example, the Alberta 


legislation governing incorporation of legal practices provides: 


118 (1) Nothing,.contained in. section 113 ‘shall affect, 
modify or limit any law applicable to the fidu- 
ciary, confidential or ethical relationships 
between a barrister and solicitor and a person 
receiving the professional services of a 
barrister and solicitor. 


(2) The relationship between a professional 
corporation carrying on the practice of a 
barrister and solicitor and a person receiving 
the professional services of the corporation 
is subject to all applicable law relating to 
the fiduciary, confidential and ethical 
relationships between a barrister and solicitor 
and his client. 


(3) All rights and obligations pertaining to 
communications made to or information received 
by a barrister and solicitor, or his advice 
thereon, apply to the shareholders, directors, 
officers and employees of a professional 
COPPOVatLOn  esuL s 


Furthermore, the legislation provides that both the individual practitioner 
and the professional corporation are subject to licensing and discipline by 
the Law Society. /? 

These issues of accountability and discipline are returned to below. 
Suffice it to say at this stage of the analysis that, with appropriate 
statutory drafting, no substantial disadvantage from the perspective of the 


public interest can be attributed to an alleged inconsistency between the 


corporate form and professional obligations. 


a ee ee i 


111. Attorney General Statutes Amendment Act, S.A. 1975, c.44, s.118. 





P23. .Ibid, *ss.tilell3.,.. 21. »\For simibkar provisions in Ontario, see for 
example the regulation of land surveying under The Surveyors Act, R.S.O. 
1970,. ¢.452'5 particularly iss26 and.29, 
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(iii) Summary 
The striking feature of the non-tax advantages and disadvantages of 
professional incorporation is how relatively inconsequential they appear to 


be. While the disadvantage of professional incorporation can, by appropriate 


statutory drafting, be limited to the loss of flexibility and the start-up 

and on-going costs associated with a corporation , the corresponding 

advantages are also not of great moment. Many of the alleged advantages 

of incorporation including continuity of existence, centralization of 
management and transferability of interests can be attained through a 
sophisticated partnership Ree eee The primary advantage of incorpora- 
tion in this regard must, lie in the fact that in®a corporation ‘these attributes 
are statutorily dictated while in a partnership they arise only from the 
contractual agreement of the partners. 

Some of the other advantages of incorporation may be of more substance 
although their magnitude is likely to vary with the nature of each of the 
professions. The primary advantages are access to received financial instruments, 
elimination of barriers to offshore activities, limited liability and elimination 
of differential access to incorporation. For example, in the legal profession 
each of these alledged advantages would be of little, if any, relevance; law 
firms do not generally require large injections of capital, do not face offshore 
barriers that would be overcome by incorporation, do not have widely distributed 
ownership thus justifying limited liability and are not likely discouraged from 
multi-disciplinary practice given that accountants also lack the incorporation 


privilege. 


113. It should be conceded, however, that for very large firms, the drafting 

of the partnership agreement may become difficult and complex. On the other 
hand, to the extent that a firm which incorporates wishes to maintain individual 
rights and responsibilities similar to those in a partnership, an equally 
difficult and complex shareholders agreement will likely be required. 
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The relevance of the advantages of incorporation to the accounting 
profession are somewhat more problematic than for the legal profession. The 
primary difference between accountants and lawyers from a structural point of 
view is that the largest accounting firms, integrated nationally and inter- 
nationally, are substantially larger than the largest law firms. As a result, 
if accounting firms were extended the privilege of limited liability and 
access to received financial instruments, some structural innovation might 
be expected. However, the importance of these innovations and the magnitude 
of their implications for consumer welfare are necessarily speculative. 

Engineering and architecture present a different case. Here the offshore 
barriers have been demonstrated as a real disadvantage and the differential 
access to incorporation is likely to create distortions in the creation of 
multi-disciplinary firms. Additionally, at least with regard to engineering, 
the market has produced a number of large firms with widely distributed owner- 
ship providing engineering services and for these firms the privilege of 
limited liability and the access to received financial instruments are of 
Significance. 

It should be stressed at this point that the analysis of advantages 
and disadvantages has concentrated on the professional corporation and not on 
the partnership of professional corporations. If the latter were the focus 
of analysis, it is clear that most, if not all, of the alleged advantages of 
incorporation would be undermined while the disadvantages in terms of costs 
and loss of flexibility would be enhanced. As was noted above, the sole 
motivation for this form of organization is to maximize tax savings and it 
cannot be credibly argued that non-tax advantages would be forthcoming. 

Thus, the case for permitting partnerships of corporations becomes a question 
of taxation and its distributive effects. As such, it will be considered 


in the next section of the paper. 
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In sum, it appears that while for some firms, particularly in the 
engineering and architectural professions, the corporate form will offer 
non-tax advantages, these advantages will not often be of great magnitude 
and for many firms may be outweighed by the loss of flexibility and increased 
costs associated with incorporation. Therefore, if there were no other 
considerations to be brought to bear on the decision, the public interest would 
be enhanced by permitting professionals to incorporate subject to conditions 
designed to minimize any possible public interest disadvantage. Under such 
enabling legislation, individual firms of professionals would presumably 
decide whether or not to incorporate after an assessment of the competing 
advantages and disadvantages and their decision could, on balance, be presumed 
to be consistent with the public interest. 

Unfortunately, this analysis is incomplete; it assumes that only 
non-tax considerations will influence the individual firm's decision of 
whether or not to incorporate. Clearly, in an environment of significant 
differential tax treatment of partnerships and corporations, the non-tax 
considerations will be supplemented, and indeed often dominated, by the tax 
considerations. Therefore the next section of the paper turns to an analysis 
of the effect of this differential tax treatment and its implications for 


policy formation. 


VII. TAX ASPECTS OF INCORPORATION AND THEIR IMPLICATIONS FOR POLICY FORMATION 
In his paper he prepared for the Committee, Thomas McDonnell analyzes 


4 114 
the tax implications of professional incorporation. He concludes that in 





114. McDonnell, The Tax Implications of Permitting the Business of a Profes- 
sional to be Carried on Through a Corporation in Ontario, Working Paper #6 
prepared for the Professional Organizations Committee (1978), followine in 
this volume. 


35) 


a wide range of circumstances (but not all) the professional is able to 

reduce his tax liability by incorporating and that these savings can be 

increased if non-professional persons are permitted to acquire shares in 

the professional corporation. He further concludes that for medium and large 

size firms, "the tax advantages of incorporation may be limited to the more 

generous deferred income arrangements that are available" since "'current 

Savings in tax are likely to be small because of the early elimination of 

the low rate available on up to $750,000 of active business ee 5 
These tax implications of incorporation complicate the analysis developed 

in the preceding section in two ways. First, the tax consequences of 


incorporation may dominate the decision of whether or not to incorporate 
and thus the balancing of non-tax advantages and disadvantages postulated 
in the preceding analysis may be distorted in ways contrary to the public 
interest. Second, the reduction in tax liability accompanying incorporation 
offers the possibility of a substantial distributive pain for members of 
professions not at present able to incorporate and this distributive effect 
must be considered in identifying the public interest in professional 


incorporation. 


(i) Distortion of the Incorporation Decision 


The distortion of the incorporation decision arises in situations where 
although the balance of the non-tax advantages and disadvantages weighs 
against incorporation for an individual firm, the attractive tax consequences 
of incorporation dictate a decision to incorporate. That is, in some 


Snatch sneha Reape et tg ee ee PLR eT eh ou vin Teyawol wrt 


115. Ibid, p. 164. It should be noted that the partnership of’ professional 
corporations device is designed to respond to this limitation since each 
corporation within the partnership is then able to take advantage of the low 
rate available on the first $750,000 of active business income. 
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situations, a firm will incur the net non-taxdisadvantages of incorporation 
(higher costs, less flexibility, etc.) in order to obtain the tax advantages. 
This will not, of course, always be the case. In those situations where the 
non-tax considerations dictate incorporation, the advantageous tax treatment 
of the corporation will merely confirm the decision. ig 
In those situations where the tax and non-tax considerations are competing 
and the tax effect outweighs the non-tax advantages, the decision to incorporate 
would not be in the public interest. Real efficiency losses would be incurred 
in the form of higher costs and loss of flexibility associated with incorporation 
to be offset not by efficiency gains but only by the reduced tax liability 


enjoyed by the firm. Since the tax savings arise not from any underlying 


economic efficiencies but rather from the differential tax treatment of 


corporations and partnerships, the individual professionals may be better off 
but society, at least in terms of efficiency, is worse ofeiaee 

While important, this point should not be overstated. First, the 
distortion arising from the absence of tax neutrality between partnerships 
and corporations is not unique to professional incorporation; it will arise 
in all commercial situations where the tax and non-tax considerations are 
competing. Second, the magnitude of the inefficiency generated by the 
distortion is probably very limited since the net non-tax disadvantage of 


incorporation is likely to be relatively small. Third, the frequency with 


which the distortion occurs, at least with regard to some of the professions, 





116. There may be some situations where non-tax considerations dictate 
incorporation while the net tax implications may favour the partnership 
form. However, my understanding of McDonnell's paper is that this would 
be a relatively rare situation. 


117. To the extent that tax savings are realized by firms which incorporate, 
the market may force some sharing of these savings with clients in the form 
of reduced prices. However, even if this is the case, no efficiencies have 
been created since the savings arise only from the differential tax treatment. 
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may not be great since the balance of the non-tax considerations will often 


be positive, even if only slightly so. 


Although the distortion may be slight it is inevitable in the absence 
of tax neutrality. In the absence of tax reform, the incorporation option 
cannot be provided without simultaneously inviting the potential distortion 
of the differential tax treatment. Given the option of incorporation, its 
utilization will be determined by the combined tax and non-tax effects of 
incorporation as assessed by the individual firms. 

A partnership of professional corporations can best be understood in 
light of this distortion. As was noted above, the balance of non-tax considera- 
tions will almost certainly be negative in the great majority of cases using 
this form of organization. However, the advantageous tax treatment available 
to the partnership of professional ébyporations will likely outweigh the 


non-tax considerations and result in firms opting for this form.'19 In 


these situations, the case for permitting professional incorporation must 
be based on distributive grounds since on efficiency grounds the case would 


appear to be at best uncertain and at worst lost. 


(ii) Distributive Considerations 

The reduction in tax liability for professionals in a wide range of finan- 
cial circumstances consequent upon incorporation offers the possibility of a 
substantial distributive gain for professionals not at present able to 
incorporate. As a result, the Committee must consider this positive effect 


on professional incomes in formulating recommendations regarding incorporation. 





118. See supra n. 115. 


119, The Alberta evidence, supra n.52 would appear to confirm this while the 
Law Society of Upper Canada's 1977 report, supra n. 84, page 3, assumes it 
will happen if incorporation is permitted. 
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At one level of analysis it is difficult to argue that a substantial 
increase in professional incomes would promote the public interest. Ina 
society with a general commitment to reducing wide disparities in the distribution 
of wealth, a policy recommendation which will have the effect of enhancing 
the financial position of groups which have traditionally been relatively 
well endowed seems hard to justify in the absence of other countervailing 
considerations. Two such competing considerations can be identified. 

The first is that the distributive impact is an inevitable adjunct to 
a policy which is desirable on efficiency grounds and that to the extent an 
undesired distributive impact occurs, it can be eliminated by appropriate tax 
measures. The thrust of the preceding section has been to demonstrate that 
this argument is not of great force with regard to at least some of the 
professions since the potential efficiency gains appear to be small, and in 
a range of Situations, inefficient results are likely to occur. However, if 
an alternative conclusion were reached as to the magnitude of the efficiency 
gains, it might be desirable to permit incorporation on these grounds 
despite the distributive impact. 

A second consideration which might support a decision despite its conflict 
with general values regarding the distribution of wealth is fairness, or 
more technically, "horizontal equity". Horizontal equity demands that persons 
in essentially the same position should be treated in the same way for tax 
purposes. Therefore, the argument states that since professionals are 
engaged in business the same tax opportunities available to businessmen 
generally should be extended to professionals. Given that businessmen have 
the freedom to choose whether to use the partnership or corporate form after 
an assessment of all the advantages and disadvantages, tax and non-tax, that 


same freedom should as a matter of equity be extended to professionals in 
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the absence of compelling arguments to the contrary. Put more narrowly 

in the context of this paper, given that engineers are able to incorporate 
and obtain the advantageous tax treatment, does equity not demand that the 
privilege be extended to the other three professions? 

The persuasiveness of this case depends on two further considerations. 
First, should the category of persons entitled to equal treatment be defined 
as businessmen generally, including all professionals,or should we be more 
refined in the definition of groups? While the broad definition may be 
attractive, it is quite plausible to argue that professionals, particularly 
those in the higher income professions, should be considered as a category 
for purposes of equity or even that each profession should be treated as a 
separate category. For example, while it would be inequitable to allow a 
subgroup of the legal profession an advantageous tax arrangement denied to 
other members of the profession, the dictates of horizontal equity may be 


met by extending equal treatment to all lawyers. If this latter argument 


is accepted, then a different tax treatment of businessmen and professionals 
is not inconsistent with at least one definition of horizontal equity. 

There is no ready answer to this dilemma. The presence or absence of 
fairness depends on a judgment as to the appropriate breadth of the defini- 
tional categories and this judgment in turn depends on one's resolution of 
the conflict between horizontal equity and broader questions as to the 
appropriate distribution of income. 

The second consideration relating to arguments of equity and their 
implications for whether or not to permit incorporation relates to the 
appropriate allocation of policy-making responsibility in this area. The 
difficulty arises from the inevitable interaction of policies being formula- 


ted by distinct specialized institutions. On the one hand, the Committee 
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must take a position on incorporation while being forced to accept the tax 
implications of that decision as determined by another institution. On the 
other hand, the taxing Mata must formulate the tax statutes based 
on some assumptions about the organization of commerce, in particular whether 
or not professionals may incorporate. Each institution must react to the 
environment created by the other in carrying out its specialized tasks. In 
this particular situation, the policy problem is complicated by the constitu- 
tional division of responsibility as the Committee as a provincial institution 
must operate in the environment created by an essentially federal institution. 

The traditional response to this dilemma is to instruct each institution 
to pursue its specialized mandate assuming that all other institutions will 
successfully fulfil their SEAR EN DE mandates. Therefore, the Committee with 
responsibility for reviewing the regulation of the professions and no mandate 
for tax matters should formulate its recommendations assuming tax neutrality. 
Similarly, the taxing authorities should pursue their mandate of an equitable 
and efficient tax statute taking account of changes in circumstances in the 
commercial environment such as which groups are able to incorporate. 

While this view of specialized responsibilities certainly eases the task 
of a particular policy-making institution, it may ignore at least two important 
factors. First, in its extreme form, it assumes a probably unrealistic degree 
of refinement in institutional interaction. That is, the view assumes that 
each institution will respond expeditiously to environmental changes caused 
by other policy-making institutions so as to ensure that its mandate is 
fulfilled on a continuous basis. Given technocratic and bureaucratic imper- 
fections, it may at times be incumbent upon specialized institutions to 
ae eee ee eS ee ee ee ee ee 


120. The terms "taxing authorities" and ''taxing institutions" are used 
loosely to designate the amalgam of institutions responsible for tax statutes. 
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consider the probable actions (or lack thereof) of other institutions in 
formulating their policy recommendations. 

The second related factor bearing on institutional specialization is 
the question of onus. That is, a change in policy by one institution may 
shift the onus for changing a policy from an interest group to another 
institution. In the case of incorporation, if under the present regulatory 
regime the professions wish to be treated for tax purposes on the same basis 
as corporations, the professions must bear the onus of persuading the tax 
authorities to change their present policies. In fact, the Law Society of 
Upper Canada considered seeking such a change and concluded that it would 
be eT ree However, if the Committee were to recommend that the profes- 
sionals be permitted to incorporate and this recommendation were enacted, 
the professionals would receive their desired tax treatment unless the 


taxing authorities initiated a change in their policies so as to neutralize 


the effect of incorporation. Thus, the onus for seeking a change will have 
shifted from the professions to the taxing authorities and the effect of the 


onus may be substantial in determining the policy outcome. 


(iii) Summary and Conclusions 
In sum, the presence of substantial tax effects accompanying incorporation 
Significantly complicates the task of the Committee in formulating a recommend- 
ation regarding incorporation. The absence of tax neutrality may introduce 
an inefficient distortion to the decision of whether or not firms would 
incorporate. Furthermore, permitting incorporation would, in the absence 


of remedial action by the taxing authorities, result in a substantial 


ieont ut 31" 18 eeag 1p emis tl enenfiol mete cat O! egeqb igi to 


121. Report (1969) supra n. 84, p. 7. 
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distributive benefit for many members of the four professions which may be 
contrary to a general commitment to reducing wide disparities in the distribution 
of wealth. As a result, the Committee must consider the extent to which it 
should assume a specialized role inthe policy formation process and the 

manner in which it should respond to the distributive impact of its 


recommendations. 


On the distributive question, the author's personal biases can have no 
special claim to relevance and thus will not be offered. The purpose of 
this section of the paper has been to identify the tax implications as perhaps 
the primary motivation for and result of permitting incorporation and to 
urge the Committee to consider them in formulating its recommendations. 
Presumably the resolution of this issue cannot be reached in isolation but 
rather must be found as part of the total calculus of reform in the regulation 
of the four professions. 

In my view, the only unacceptable approach for the Committee to take 
would be to ignore the distributive implications of its decision. The question 
of incorporation by individuals is and will remain an issue with substantial 
tax implications and policy recommendations cannot be reasonably formulated 
without reference to this reality. 

It is perhaps useful to note that at least some of the professions 
themselves have recognized the primacy of the tax implications. As the Law 
Society of Upper Canada frankly stated int titso1969 report): 

"The tax benefits which might result from the 
use of a professional corporation flow to the 
lawyer. No one has suggested that the use of 


a professional corporation would result in 
better service to the public.” 122 


122. Ibid, -page-10....See-also.McDonnelL,..supractsn14..page- 62 "It 41s frankly 
conceded that the principal benefits of incorporation are of a tax nature"; 
I.A.C.0. Report (1970), supra n. 73, page 11;Appendix C,supra n. 1; page 
describing the draft Architects Act: "The provision for incorporation was 
inserted in the new Act so as to enable OAA members to enjoy certain tax 
benefits.'"' The LSUC's 1977 Report, ee n. 84, deals almost exclusively with 
tax aspects of incorporation. 
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VIII. INTERIM CONCLUSIONS 

The analysis to this stage leads to the following conclusions. First, 
the net non-tax effects of permitting incorporation would be positive although 
probably not substantially so. Second, the magnitude of the non-tax efficiencies 
would vary from profession to profession depending on a number of factors 
which have been identified. Third, assuming tax neutrality, the Committee 
should favour permitting incorporation by professionals so that these 
efficiencies could be realized by those firms for which the net effects would 
be positive. Fourth, this conclusion relates only to professional corporations 
and is inapplicable to a partnership of professional corporations. Fifth, 
once the assumption of tax neutrality is relaxed, the differential tax treat- 
ment of corporations and partnerships adds another dimension to the incor- 
poration issue. Sixth, the differential tax treatment would in some cases 
both distort the choice of form of business organization and create significant 
distributive gains for incorporated professionals. Seventh, the formulation 
of a policy recommendation regarding incorporation must include both the 
efficiency and distributive implications and must do so within the total 
framework of reform of professional regulation. 

Given the above, the Committee may well resolve the issue by favouring 
legislative amendments to permit incorporation by architects, accountants 
and lawyers and to retain incorporation by engineers. If this is the case, 
the recommendation should be contingent upon the enabling legislation being 
drafted so as to maximize the access to the potential non-tax advantages 
of incorporation without creating any conflict with the fiduciary and 


ethical duties of the relevant professionals. 
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As was stated at the outset of the paper, a review of the Canadian and 
American experience with professional corporations indicates that a statute 
can be drafted to create a corporate form consistent with professional 
practices. Fortunately, experience in other jurisdictions and in the 
engineering profession in Ontario can be looked to as a guide to proper 


2 epee Ae 
statutory drafting. In particular, the recent Alberta legislation and 


the American Bar Association's Professional Corporations Supplement to the 
: 124 é 
Model Business Corporation Act offer very useful models to ensuring the 


consistency of the corporate form and professional practices. 

As a result, this paper will not review in detail the various provisions 
which would be required to draft a comprehensive professional corporations 
statute. This task can best be accomplished by the normal legislative 
drafting process subject to specific recommendations the Committee may wish 
to make. Therefore, the remainder of the paper will concentrate on three 
issues which, in my view, warrant particular attention and direction by the 


Committee: (1) accountability and discipline; (2) beneficial share ownership; and 


(3) limited liability. The final section of the paper will list a number 
of other issues deserving Statutory attention. In addition, the various 
issues raised by each of the professions in their reports favouring 


incorporation would require consideration in the drafting process. 


eee 
123. Supra, n. 46 (reproduced in Appendix B to this working paper). 


124, Supra n. 60 (reproduced in Appendix A to this working paper). 
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IX. ACCOUNTABILITY AND DISCIPLINE 
One concern raised by permitting incorporation of professional practices 

is that it might lead to a reduction in the accountability of the professionals 
to their regulatory body. Some fear that the corporate form might create a 
barrier between the individual practitioner and the regulatory authority allow- 
ing him to use the corporate veil to shield himself from accountability in 
disciplinary proceedings. In my view,with appropriate statutory drafting 

any such effect can be avoided. Indeed, permitting incorporation creates 
the possibility of increased rather than decreased accountability of profes- 
sionals. 

The accountability of professionals using an incorporated practice 

could be achieved by requiring the professional corporation to obtain a 
certificate of authorization from the relevant professional regulatory body 
in addition to the usual licensing of the individual members of the firm. 
The certificate would be issued as a matter of right to corporations 
provided that the corporation apply to and file with the regulatory body 
certain prescribed information. This information might include the names 
and addresses of all the firm's members, the members' professional qualifica- 
tions, the officers of the corporation and any other information that may 
be of assistance in regulating the firms. In addition, the corporation 


would be required to file any changes in this information as they occur and 


a copy of the corporation's annual report required by the corporations 
legislation. The regulatory authority could maintain an up to date registry 
of this information accessible both to the regulatory authority and the 
public. Furthermore, both the corporation and the individual professionals 


within the firm engaged in alleged misconduct should be subject to 
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disciplinary action by the regulatory authority and the regulatory authority 
should be able to penalize the firm by suspending or revoking TCS cereri care 
of authorization. Finally, it may be useful to grant standing to a representa- 
tive of the regulatory authority to exercise remedial rights under the 
corporations legislation where necessary to preserve the public Hterserreees 

The net effect of these provisions would be to heighten rather than 
lessen the accountability of professional firms which incorporate since they would 


ensure both comprehensive current information about the firms and the account- 


ability of the firm to disciplinary actions brought by the profession's regulatory 


authority. The provisions are based on the requirements in section 20 of the 
Professional Engineers Act and the equivalent provisions in Alberta's 

; : we ZS 
professional corporations legislation and experience under the former 
ae te : 126 : 
indicates that the provisions are effective. Indeed, it may well be appropriate 
to extend these requirements to all professional firms, whether incorporated 
or not, in order to ensure equality of treatment in the provision of information 


and accountability to disciplinary nroceedines. 7) 





124a, The recommended status would be analogous to that granted a "complainant" 


under section 231 of the Canada Business Corporations Act. 


Was See Appendix B. They are also similar to the procedures under the 
SULVeYORrS~ACts--RsSuOe-19-706 64524 


126, See Appendix D to the Research Directorate's Staff Study, SUpe ase y 
PD 21086. 


126a. The Professional Engineers Act, R.S.O. 1970, c. 366 imposes such a 
requirement. , 
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Xe BENEFICIAL SHARE OWNERSHIP 
A common feature of professional corporations statutes is a requirement 
that the beneficial ownership of the issued shares of the corporation be 
restricted to licensed members of the profession. For example, in the recent 
: : ; , , ‘ 127 : 128 
Alberta legislation, this requirement is applied to accountants, dentists, 
129 nian 130 wes . { eset dh. +e Ye. 
lawyers, and physicians. Similarly, in many American jurisdictions 
‘ : . 3 : f 
the requirement 1s applied, * : Section 9 of the Model Professional Corpora- 
tions acer es enacts a similar requirement. In Ontario, the proposal for 
incorporation supported by the Institute of Chartered Nesounibantenn® contem- 
plates the same requirement as did the recommendations of the Committee on 
the Healing Arts regarding neweran?” and Hotristetoee 
Despite this general approach, there are numerous clear exceptions. 
For example, there is no requirement of beneficial share ownership for 
engineering corporations in attarevan: Somewhat differently, land surveyors 


who incorporate in Ontario are required to maintain beneficial ownership of 


a simple majority of each class of the corporation's dhages fret Similarly, 


127. ‘Chartered Necountants Act, “R.S:A.° 1970, c.42 as amended, s.54 (3) (4). 
128. Dental Association Act, R.S.A. 1970, c.90 as amended, s.70(3)(g). 
129.. diegal Protession Act, RSA. 1970, c.203 as amended, s.113(3) (4). 
130. Medacal (Profession Act, S.A. 1975,)%c226 as .amended, s287(3).(f) : 

131... Cavitch, isupma n. 5%, pps 82-18 2zto 82-20. 

132.. Supra nm. 63. 

133. Report (1970), ‘supra n. 735, p. 13. 

134. Report (1970) supra n. 25, Volume 2, p. 94-95. 


135. Ibid, p. 241. 


156. Sa? Appendix D to the Research Directorate's Staff Study, supra n.l, 
DP DLO, 


157, sourveyors pACt, Tio.0, M970. c.452, s.26(2) (c). 
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pharmacists in Ontario must retain ownership of a majority of each class 
of eee although pharmacies incorporated prior to 1954 are not subject 
tonthas feos 2 The draft Architects Act does not prescribe a 
specific beneficial ownership requirement as the question is left to be 
prescribed by replat one ee However, it is understood that while 
the Ontario Association of Architects initially supported a 100% requirement, 
a compromise position of 66 2/3% has been suspesteehann 
The position of the Law Society of Upper Canada on beneficial ownership 
is somewhat unclear. While the 1969 Report of the Special Committee on the 
Incorporation of Law Practices would have imposed a 100% requirement, the 
1977 Report of the Committee held out the possibility of non-voting shares 
being held by members of the professional's familys"? The motivation for 
this latter relaxation in the 100% requirement is the potential for increased 
tax savings by means of allocating shares within the professional's sai 
The purpose of this section of the paper is to canvas briefly the 
factors warranting consideration in reaching a decision on this issue and 
to make some tentative recommendations. Fortunately, Professor Quinn's paper 
has already surveyed this issue and his method of analysis is in large part 


adopted Aeran. = 


138. Phatmadéy Act) “Rea. rO8)19 70 Sis 939 (2 Ie 


139. See text supra at notes 28-34 for a discussion of the background to 
this provision. 
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142. See the text supra at notes 88-95. It is interesting to note that the 


Alberta legislation does not permit any relaxation of the 100% requirement, 
even for family members. 


143. McDonnell, supra n. 5, pp. 194-199. 


144, Quinn, supra n. 2a, pages 65-76. 
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Four preliminary points should be made. First, the issue of beneficial 
ownership is not uniquely raised by the corporate form. Exactly the same 
problem is raised in the partnership context. Second, the resolution of this 
issue should reflect, not determine, the question of multi-disciplinary firms. 
As was stated earlier in this paper, ** multi-disciplinary corporations can 
be accommodated by appropriate drafting of exemptions if they would otherwise 
be inconsistent with beneficial ownership requirements. Third, the dichotomy 
between equity and debt interests in a firm should not be overstated. While 
in theory and in form the role of the holders of equity and debt in a firm may 
differ substantially, in substance the differences may not be as great. The 
passive nature of some equity interests and the active involvement of some 
creditors in the operation of a firm serve to cloud the distinction between 
the two. Fourth, some variation is pessible in the type of equity omership 
involved; in particular, non-voting shares could be used as a vehicle to 


facilitate non-professional equity ownership while limiting non-professional 


participation in the firm's “decision-making nrocess. 


The rationale for restrictions on beneficial ownership of shares of a 
professional corporation is, at its broadest, a concern about lay interference 
with the delivery of professional services. The concern is that a lay 
investor in a Hagdesatoual corporation may have objectives in conflict with 
those of the professional owners and may try to direct the firm towards his 
objectives to the detriment of the professional services and thus the consumers. 
Stated more specifically, "the traditional argument against lay ownership 
devolves into an assertion that lay entrepreneurs [investors] are more likely 
than professional owners and managers to take advantage of the opportunities 
for exploiting consumers which arise from the peculiar imperfections of the 


: : 146 
professional services market." 





145. See text at notes 64 to 71. 


146. Quinn, supra n. 2a, p. 70. 
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In the absence of competing concerns, the prophylactic approach 
represented by a 100% professional ownership requirement would be satisfactory. 
However, as is developed below, there are some competing considerations which 
might call for some relaxation of the requirement, considerations which may 
vary in magnitude from profession to profession. Therefore, the policy 
formation task is to define the relevant trade-offs among the competing 


considerations. 


Before proceeding with the analysis, it is useful to define three types 
of potential owners since each raises somewhat different rationales. First, 
the owner may be a pure investor not participating in the production of the 
firm's services but wishing to hold an equity interest in the corporation. 
Second, the owner may be a member of the family of a professional within the 
firm wishing to hold an equity interest in the firm in order to maximize the 
tax savings available to the professional and his family. Third, the owner 
may be a person collaborating in the production of the firm's services but 
not licensed as a member of the relevant profession. He may be a lay employee 
of the firm or a professional from another discipline participating in a 
multi-disciplinary services firm. 

There are two primary non-tax rationales for permitting a relaxation 
of the beneficial ownership requirement. First, to deny non-professional 
participants in the firm the right to own shares is to relegate them to 
permanent employee status. While the magnitude of the disincentives thereby 
created are difficult to measure, it is likely that professional corporations 
will have some difficulty attracting and retaining skilled and senior non- 
professional employees. This will be of particular relevance in the multi- 


disciplinary services firm but will also be important in attracting managerial 
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services to professional firms }47 


The second potential advantage of lay investment in a professional 
corporation is that it may serve as a source of equity capital at a lower 
cost of capital than that facing the professional members of the firm. It may 
well be thatin a range of personal circumstances some professionals will 
face significant costs in financing their firms, costs which could be 
mitigated by permitting lay equity investment. While debt financing may 
be an alternative source of capital, it is not a perfect substitute and in 
some situations it may be substantially less attractive. 

The magnitude of these two advantages Varies? of course, with the class 
of owner and the particular profession being considered. With respect to the 
three types of owners defined above, the source of capital advantage is 
primarily related to the pure investor while the avoidance of perpetual employee 
Status advantage applies only to those collaborating in the production of 
the firm's services. Neither of the advantages will be realized by permitting 
the family members to own shares since these advantages are exclusively of 


a tax nature. 


With regard to the different professions, while the avoidance of perpetual 
employee status will be of relevance to each of the professions, it will be 
of greatest relevance in those with significant potential for mixed practices. 
The source of capital advantage is directly related to the magnitude and 


nature of the financial requirements of the firms in the profession. 





147. In some situations, non-professional ownership could constitute unethical 
fee-splitting under present rules. If the ownership requirements were relaxed, 
a corresponding exemption from the fee-splitting prohibition should be enacted. 
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With these factors in mind, the trade-off can be identified as between 
potential lay interference with the provision of professional service, 
and the advantages of access to capital and adequate incentive schemes for 
non-professional collaborators in the firm. To the extent that interference 
is the concern, a number of other responses are possible to minimize the 
potential harm. Non-voting shares could be used as could restrictions on 
the qualifications of directors and officers of the corporation. Additionally, 
the disciplinary apparatus of the professional regulatory authority could be 
exercised if there were some perceived departure from the consumer interest. 
It is interesting to note that the Association of Professional Engineers of 
Ontario has found that disciplinary proceedings against the firms and the 
individual professionals within them have been sufficient controls and that 


there is no need for any beneficial ownership requirement. ise 


Recognizing the intangible nature of both the advantages and disadvantages 
of relaxing the beneficial ownership requirement, it is extremely difficult 
to formulate any firm conclusions. To a substantial degree the final decision 
must be a judgment and not an analysis. My conclusion is that the avoidance 
of permanent employee status may be a considerable advantage and should be 
accomodated in each of the professions. This could be accomplished by creating 
a specific exemption from the ownership requirement to meet the needs of lay 
participants in the production of professional services. However, the 
percentage ownership required for this may not be large and will always be 


less than total non-professional ownership. 
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148, See Appendix D to the Research Directorate's Position Paper, supra ir?! , 
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Further, in my view, there is no need to introduce any share constraint 
in the engineering profession; the profession's experience has been satisfactory 
and there is no demonstrated need to alter the conditions. 

With regard to architecture, it is essential that adequate flexibility 
be provided for mixed firms but beyond that it is difficult to assess where 
the trade-off lies. On balance, for the reasons offered by Professor Quinn, 

I would favour some relatively small minimum professional ownership require- 
ment in the absence of evidence demonstrating significant advantages to the 
complete elimination of the requirement. 

Accounting presents a similar but somewhat different case in that it is 
more difficult to foresee significant advantages to relaxing the share owner- 
ship requirement beyond accommodating lay participants in the firms work. At 
the same time the potential costs of substantial lay interference with service 
delivery may be greater as the likelihood of opportunities for exploiting 
market failure may be greater than in engineering and architecture. On the 
other hand, the magnitude of the potential advantages should not be understated 
since structual innovation facilitated by new sources of equity capital may 
lead to substantial efficiency gains. I would, therefore, extend beneficial 
ownership both to those persons collaborating in the provision of the firm's 
services and to lay investors offering equity capital while maintaining some 
relatively substantial minimum professional ownership requirement. 

With respect to law it is somewhat more difficult again to foresee 
Significant advantages to relaxing the share ownership requirements beyond 
accommodating lay participants in the firm's work. Of the four professions 
under study, law offers the most extensive opportunities for exploiting market 


failures and therefore it is arguable that the potential costs of lay 


We 


interference with service delivery is greatest. At the same time, the 

equity capital needs of the firms are relatively low. Therefore, for law, I 
would be hesitant in extending beneficial ownership substantially beyond those 
persons actually collaborating in the provision of the firm's services. 

Finally, the question of ownership by other family members must be 

resolved on distributive and equity grounds since the only advantages are 
of a tax nature. The analysis is similar to that canvassed in section 
VII of the paper. Again, my views have no particular claim to legitimacy 


on this distributive question. 


XI. LIMITED LIABILITY 

As was explained Ae if a professional firm were to change from 
a partnership to a corporation the owners would, in the absence of statutory 
amendment, reduce their potential liability for the acts of the corporation 
and its shareholder/employees. The primary reduction arises from the fact 
that while in a partnership a partner is jointly liable for the acts of 
his fellow partners, in a corporation only the corporation itself and not 
its shareholders are liable for the negligent acts of its shareholder/employees. 
Therefore, in the corporate form, a shareholder/employee remains personally 
liable for his own acts of negligence but is relieved of personal liability 
for the acts of his fellow shareholder/employees. The question arises 
whether this traditional attribute of incorporation -- limited liability -- 


should be abrogated in the context of professional corporations. 





149. See text supra at note 99 ff. There is a considerable literature on 
limited liability. See Prins, supra n. 53; Comment, "The Validity of Limited 
Tort Liability for Shareholders in Glose Corporations", (1973) 23 American U. 

L. Rev 208; Comment, "Inadequate Capitalization as a Basis for Shareholder 
Liability: The California Approach and a Recommendation", (1972) 45 So. 
California L. Rev. 823; Comment, "Should Shareholders be Personally Liable 

for the Torts of Their Corporations", (1967) 76 Yale L.J. 1190; Landers, 

"A Unified Approach to Parent, Subsidiary and Affiliate Questions in Bankruptcy" 
42 U. Chi, L. Rev. 589 (1975) and 43 U. Chi. L. Rev. 527 (1976); Posner, ''The 
Rights and Creditors of Affiliated Corporations", 43 U. Chi. L. Rev 499 (1976). 
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That this question is not readily resolved is demonstrated by the 
A.B.A.'s Model Professional Corporations Act. While on most issues the 
model Act presents a single recommendation, on the issue of limited liability 
the Act reflects the diversity of state provisions and provides three 
alternative Provisions. ”” Similarly, in Ontario, the engineers enjoy limited 
liability, the architects would have received it under the draft Architects 
Act, the lawyers do not seek it and the accountants do not appear to have 
taken a position regarding ia te In Alberta, the dentists, doctors, lawyers 
and accountants were not granted limited liability as part of being permitted 
to encevporate. 

The resolution of this issue for the four professions in Ontario 
requires a brief evaluation of the traditional rationale for limited liability 
and its applicability to professional corporations. It is argued that limited 
liability encourages entrepreneurship and risk-taking thereby increasing the 
aggregate level of economic activity. This stimulus to entrepreneurship is 
provided not by reducing the aggregate risks in transactions but rather by 
reducing the cost to the entrepreneur of risk-taking. This is accomplished 
by assigning part of the risk of transactions -- the risk of an uncompensated 
loss == to the creditors, clients or injured third parties of the corporation. 
In a financing transaction, the risk to the creditor is that the obligation 


owed to the creditor will not be met by the assets of the corporation. In 


the purchase of services, the risk to the client is that the services will 


I50.. Model. Act, supra n. 53, section, 11, 


151. The ambiguity in the accountant's position can be seen in the text 
supra at note 82. , 


152. See, for example, Alberta's Legal Profession Act, s.115. For a review 
of the liability provisions respecting professional corporations for 
accountants, architects, dentists, doctors, engineers, land surveyors, 
lawyers and pharmacists in all the provinces, see Appendix D to this paper. 
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prove substandard or defective and that there will be insufficient corporate 
assets to provide adequate relief. In the case of an injured third party, 
the risk to the third party is that the corporate assets will not be sufficient 
to provide full compensation. 

The mere allocation of the risk of certain losses to different parties 
is not itself evidence of a suboptimal situation. In any commercial transac- 
tion the risks of undesirable outcomes must be assigned and the particular 
allocation agreed upon or imposed may or may not be desirable. The key 
question is whether or not the person bearing the risk is appropriately 


compensated for so doing. 


In financing transactions, one may assume that as a general rule the 
terms of the agreement will reflect the assessment and allocation of the 
risks involved. Furthermore, to the extent the risk assignment dicated by 
the rule of limited liability is unsatisfactory to the parties, they can 
contract away from it. For example, with a Set corporation it is common 
for the party providing the financing to extract a personal guarantee from 
the principal shareholder so as to reduce the risk of an uncompensated 
loss by avoiding the rule of corporate limited liability. Therefore, in 
financing arrangements where the transactions costs of reaching a mutually 
satisfactory assignment of the risks are relatively low, the rule of limited 
liability is acceptable in that it can be rendered irrelevant if the parties 
so desire; 

The same general analysis can be applied to the customers of a 
corporation since the terms of trade should reflect the assignment of risks 
inherent in the role of limited liability. Some caution should, however, 
be noted. To the extent that the transactions costs of negotiating variations 


in the terms of trade are high and to the extent that the customers are 


7D 


unable to assess the risks of default by the corporation because of the 
information costs, then the rule of limited liability may create suboptimal . 
outcomes. These will arise because although the Ras are in a voluntary, 
transacting relationship of buyer and seller, the transactions and information 
costs may prevent the terms of trade from fairly reflecting the assignment 

of risks in the agreement. 

The situation of injured third parties is quite different since in 
these cases the relationship between the corporation and the injured person 
is involuntary and established in the absence of bargaining. In these 
situations, it can be said with certainty that the "terms of trade" will 
not reflect the assignment of risks as the corporation is able to externalize 
some risk without compensating third parties for bearing it. 

As a result, in the case of third parties and, to a lesser extent, 
customers, whatever increase in risk taking is induced on the part of 
entrepreneurs freed from unlimited liability is subsidized by uncompensated 
parties. Seen in this light, a rule of limited corporate liability appears 
difficult to justify particularly for professional firms where third parties 


and customers facing high transactions and information costs are prevalent. 


One other dimension of limited liability needs to be introduced to 
complete the analysis. If the rules of liability in a corporation were 
the same as those in a partnership -- "unlimited liability" -- the risk of 
being a shareholder of a corporation would depend on the financial worth of 


the other shareholders since that would influence the likelihood of a 


corporate obligation being enforced personally against an individual share- 
holder. Similarly, the risk of entering a transaction with a ‘company would 
vary with changes in shareholders since the assets available for meeting 


the corporation's obligation would change with each transfer of shares. The 
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net result of these two effects would be to render public capital markets 
ineffective or, at best, very inefficient. As a necessary result, therefore, 
for corporations with a relatively large number of shareholders the rule of 
limited liability is desirable as a means of promoting efficient capital 
markets. 

The analysis would presumably lead to a rule of limited liability only 
for corporations with widely distributed shareholdings and a rule of shareholder 
liability analogous to partnership liability for companies with relatively few 
shareholders. However, the analysis is incomplete because it fails to recognize 
that even in a partnership, liability 1s of course Limited; itoas imicecere 
the extent of the partners' assets. Similarly, even if professional corporations 
were denied limited liability, liability would still be limited by the assets 
of the shareholders, the value of which will vary in largely fortuitous ways 
from the point of view of injured third parties. Thus, the solution to the 
problem of uncompensated losses can be found not in rules of corporate liability 
(although they may help) but rather in compulsory insurance. 

It is beyond the scope of this paper to investigate all aspects of 
compulsory insurance for professional firms. Presumably, Professor Belobaba's 
paper on civil liability will address this question. Although thorough study 
may raise other compelling dimensions to the issue, from the point of view of 
corporate liability and uncompensated losses there would appear to be a 
strong case for a significant compulsory insurance requirement for professional 


; 152 : ; 
corporations. Ataris magnitude of the insurance requirement should be related 


152a. A compulsory insurance requirement is not necessarily inconsistent with 
the deterrent advantages of civil liability; a sophisticated scheme of mandatory 
deductibles could preserve the deterrent effects while at the same time ensuring 
that plaintiffs are compensated. 


To, 


to the size of the firm as measured by either the number of professionals 
participating in the firm or some other proxy for the likely liability exposure 
of the Srneeaee Furthermore, the statutory provision creating the requirement 
should also include a mechanism whereby the coverage level will automatically 
increase ache Gekotionessas 

Before formu lat ing recommendations, two problems remain. First, given 
that engineers at present enjoy limited liability, ought that to be changed 
and, if not, does that have implications for the liability rule for architects? 
Second, is there a case for distinguishing between the obligations of the firm 


arising from its professional services and obligations arising as a normal 


incident of commerce? 


On the first question, the analysis above would suggest that for 
closely-held engineering corporations the rule of limited liability should 
be abrogated. However, recognizing the difficulty of instituting such a 
proposal for engineers at this stage, a secondary solution of substantial 
compulsory insurance should be adopted. The same insurance requirement 
should be applied to widely-held corporations as well. Given this recommenda- 
Lion, Lt Mecntspe argued that architects should be entitled to the same 


treatment given the substitutability of services, the historical relationship 


i en 
152b. See, for example, Model Act, supra n. 53, section 11(d) (Alternate 3). 


Pag: Ideally, the required coverage should also be sensitive to changes in 
the substantive rules of liability governing the profession. 
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of the disciplines and the potential for mixed ee The case does not 


seem persuasive except to the extent that a substantial number of mixed firms 
are expected and would be complicated by different liability rules. 
However, if compulsory insurance at sufficiently high levels were adopted 

for all architectural firms, then limited liability could be extended to 
architecture with little risk of losses being imposed on uncompensated 


parties. 


Some have suggested that while professional corporations should have 
unlimited liability for matters arising from the delivery of professional 
services, this personal liability need not extend to normal commercial 
Go ee Given the analysis above, the issue becomes relatively 
unimportant since the obligations will arise in the context of voluntary 
transactions in which the terms of trade can reflect the allocation of risks. 
My preference is to reject the distinction in order to avoid confusion and 
misunderstanding arising from misinformation effects. However, it is 


difficult to make a compelling argument one way or the other. 


In conclusion, on the question of limited liability, I recommend that it 
not be extended to closely-held professional firms and that it be used only in 
the case of firms with such dispersed shareholdings that the uncertainties 


generated by share transfers would be unacceptable. The statutory provision 





152d. A further argument for granting architects the privilege of limited 
liability is that fairness in the sense of horizontal equity dictates that 
engineers and architects be treated equally. This argument should be rejected 
Since it draws a misleading analogy to the concept of horizontal equity in a 
taxing statute. The critical distinction is that the cost of achieving equity 
under a taxing statute is borne by the population generally in the form of 
reduced revenues while the cost of achieving "equity" in the context of limited 


liability will be borne by fortuitously selected individuals suffering uncompensated 
losses. 


153. The Lawrence Committee recommended that this distinction be drawn. 


see Interim Report, supra n. 1, pe 205 It.1s interesting to note that 
the Alberta legislation does not make such a distinction. 
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distinguishing the closely-held and widely-held firms should be based simply 

on the number of shareholders in the corporation. The statute should delineate 
the point at which the shareholders are sufficiently numerous that a public 
market in the corporation's shares would be a realistic possibility and extend 
the privilege of limited liability to these companies. Some evidence of the 
absolute number of shareholders required to create a public market can be derived 
from the listing requirements of the stock exchanges. For example, the Vancouver 
Stock Exchange requires a minimum of 100 shareholders (exclusive of promoters, 
directors and other insiders), The Montreal Stock Exchange 200 shareholders and 


153a 


the Toronto Stock Exchange 300 shareholders. The case of engineers 


and architects may warrant separate treatment along the lines suggested above. 
However, under no circumstances should limited liability be permitted in the 
absence of compulsory insurance at ltevels sufficiently high to reflect the 
potential liabilities of the firm. In addition, the question of compulsory 
insurance even in situations of unlimited liability should be given serious 


attention. 


XII. MISCELLANEOUS PROVISIONS 

The paper has surveyed only the major issues in drafting a professional 
corporations statute. There are a host of subsidiary issues which would 
need to be dealt with in the drafting process: the corporation name, director 
and officer requirements, meeting and notice provisions, minimum capital, 


corporate repurchase of shares, audit requirements, shareholder agreements 


a ay 


153a. See CCH Canadian Securities Law Reporter at 94-852, 86-801 ff and 


92-038 ff respectively. If there were significant constraints:on the 
beneficial ownership of the shares, the relevant minimum number of share- 
holders would have to be increased. 


SU 


and objects clauses. Furthermore, it is essential that the interrelationship 
of the professional corporations statute with other corporate and securities 
legislation be carefully considered. However, these issues can be resolved 
satisfactorily in the usual statutory drafting process since they do not go 

to the seminal issue of whether or not to permit incorporation. In all cases, 
the particular provisions should be designed to maximize the likelihood that 
the potential efficiencies of incorporation will be realized without detracting 


from the fiduciary, ethical and service responsibilities of the professionals. 


XIII. CONCLUSION 

This paper makes no recommendation as to whether or not professionals 
should be permitted ito incorporate. Rather it attempts to assess the 
potential non-tax advantages and disadvantages of incorporation and to 
delineate the implications for incorporation of the absence of tax neutrality 
between partnerships and corporations. The Committee is left the task of 
assigning the relative importance of the two types of impacts and formulating 
a recommendation which integrates them. This integration will likely be related 
to the Committee's total calculus of regulatory reform and its expected 
impact on the professions. 

Despite this ambivalence on the central recommendation, the paper does 
offer the firm conclusion that with appropriate statutory drafting it is 
possible to devise a corporate form consistent with the ethical, fiduciary 
and service responsibilities of the professions. Therefore, if the Committee 
were to favour incorporation, it could do so with confidence that it could 


be accomplished without prejudice to the delivery of professional services. 


81 


APPENDIX A 


Section 
Section 
Section 
Section 
Section 
Section 
Section 
Section 
Section 
Section 
Section 
Section 
Section 
Section 
Section 
Section 
Section 
Section 
Section 
Section 
Section 
Section 


Section 


Section 
Section 
Section 
Section 
Section 
Section 
Section 
Section 
Section 


— 
OO WN WN BR WNY 


—= 
No — 


1) 


— Se ee 
NN 


pRe = 
KH owon 


22 


P85 


24 
Pa 
26 
27 
28 
29 
30 
31 
32 


82 


PROFESSIONAL CORPORATION SUPPLEMENT 
TO THE 
MODEL BUSINESS CORPORATION ACT 


TABLE OF CONTENTS 


Page 
SHOM Pera. <5 eee eee Tite Glenna te einer mee 293 
DCIUAITIONS <c.0 ooh errs BAM eet othe a ee eee 293 
PUL POSES hn res scar hore ta) inten taatene chee ane ater cet eee 294 
Prompted ACtvitiess, (6. cGetutorie omen see trey 295 
General POWEES 7.4 Sica in alee selene aly gene ee No eeeee eee 295 
Rendering Professional Services). 2.0 eae ee 296 
Right of Corporation to Acquire its own Shares ........ 296 
Corporate: Namie sion waco sore ets a ee ed oe 297 
Issuance and Transfer of Shares; Share Certificates ...... 298 
Death or Disqualification of a Shareholder............ Zoo 
Responsibility for Professional Services .............. 302 
Professional Relationships; Privileged Communications . .304 
Voting OL SRare Sy, eoae sabe eee oa eee ae 305 
Directors and Oiheers ste) caer. sea ee eer re oe 306 
Amendments to Articles of Incorporation ............ 306 
Merper and Consolidation Susman diaee ie ace re eee eee 307 
Tenmination.of Professional Activities... dnsrnce te 2 aon 307 
Involugtary. Dissolution’ yin cotyncs ete ise = tans ee ees 308 
Admission of Foreign Professional Corporations ...... 308 
Application for Certificate-of Authority socsn esa ns 309 
Revocation of Gertificatesol Authority og vcyas cna dinpooge 310 
Annual Report of Domestic and Foreign Professional 
CORDORALONS ©: 42/5 :co cat vate “eines Sete rms te eee eee ae 310 
Annual Statement of Qualification of Domestic and 
RoreigasProfessionan.C orporauions: ddcwonnasusy dee: at 
Interrogatories by Licensing Authority ............... Sal 
Bernal tics: om. Weight ey Ohi, Sener iteee seh eis Bb tscaenS peers Sie. 
Regulation of Professional Corporations ............. a4 
Application of Business Corporation Act ............- 3b3 
Application to Existing Corporations ...........++.+. ais 
Reservation o&Power dhe teieteng ae « v ieeaiectee te 314 
Bilect.of Repeal of Pcior Acie <a sey ate sa eee, tte 314 
Effectofinyalidity ofiPartof thistAct... wide. «ha sate oho 


Repealiof Prior Acts 025. war eaten eee are te a). 


83 


CROSS REFERENCE TABLE 


Model Professional Corporation Act Related Sections of Model Business 
Corporation Act 


Section 1 Section 1 
Section 2 Section 2 
Section 3 Section 3 
Section 4 None 

Section 5 Section 4 
Section 6 None 

Section 7 Section 6 
Section 8 Section 8, 108 
Section 9 Section 15, 20, 23, 24 
Section 10 Section 81 
Section 11 Section 25 
Section 12 None 

Section 13 Section 33, 34 
Section 14 Section 35, 50 
Section 15 Section 59, 61 
Section 16 Section, Jied2eaa 
Section 17 None 

Section 18 Section 94, 95, 
Section 19 Section 106 
Section 20 Section 110 
Section 21 Section 121 
Section 22 Section 125 
Section 23 None 

Section 24 Section 137, 138 
Section 25 Section 135, 136 
Section 26 None 

Section 27 None 

Section 28 Section 147 
Section 29 Section 149 
Section 30 Section 150 
Section 31 Section 151 


Section 32 


Section 152 


84 


e PROFESSIONAL 
CORPORATION ACT 


SECTION 1. SHORT TITLE 


This Act shall be known and may be cited as the “_________ Profes- 
sional Corporation Act.” 


Comment 


This model professional corporation act is designed as a supplement to 
the Model Business Corporation Act. Section 27 provides that the state’s 
business corporation act shall apply to professional corporations except to 
the extent its provisions are inconsistent with the supplemental act. Accord- 
ingly, the supplement must be read in conjunction with the Model Business 
Corporation Act which it closely parallels in structure and semantics. With 
appropriate modifications, however, this model act may readily be adapted 
for use as a supplement to other business corporation acts. 


SECTION 2. DEFINITIONS 


As used in this Act, unless the context otherwise requires, the term: 


(1) “Professional service” means any service which may lawfully be 
rendered only by persons licensed under the provisions of a licensing law 
of this State and may not lawfully be rendered by a corporation or- 
ganized under the ____________ Business Corporation Act. 

(2) “Licensing authority” means the officer, board, agency, court or 
other authority in this State which has the power to issue a license or 
other legal authorization to render a professional service. 

(3) “Professional corporation” or “domestic professional corpora- 
tion” means a corporation for profit subject to the provisions of this Act, 
except a foreign professional corporation. 

(4) “Foreign professional corporation” means a corporation for 
profit organized for the purpose of rendering professional services under 
a law other than the law of this State. 

(5) “Qualified person” means a natural person, general partnership, 
or professional corporation? which is eligible under this Act to own 
shares issued by a professional corporation. 

(6) “Disqualified person” means any natural person, corporation, 
partnership, fiduciary, trust, association, government agency, or other 
entity which for any reason is or becomes ineligible under this Act to 
own shares issued by a professional corporation. 





* Supply name of State as required throughout the act. 
1. Delete “professional corporation” if alternate 2 or 3 of Section 11 (d) is adopted. 
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Comment 


Paragraph (1). The definition of “professional service” limits and de- 
scribes the purposes for which corporations may be organized under Sec- 
tion 3. 

AS a general proposition, corporations may not be formed under business 
corporation acts for the purpose of practicing a profession. In the absence of 
any statutory definition of the word “profession,” the courts have held that, 
although a licensing requirement is characteristic of the professions, all li- 
censed services are not necessarily professional services which may not be 
rendered by corporations. Accordingly, the determination as to whether 
particular licensed services may be rendered by corporations has been made 
on acase by case basis based upon construction of the state business corpora- 
tion law or the applicable licensing law.? 

Some of the existing state statutes under which professional persons are 
permitted to incorporate cover all licensed services. Statutes of this type are 
not restricted to persons who are prohibited from incorporating under the 
business corporation law. Other existing state statutes limit those who may 
incorporate to specific professions described in a single statute or in a series 
of similar statutes each applicable to one profession. The definition of “pro- 
fessional service” in paragraph (1) has the effect of restricting the use of 
the act to the practice of the professions. Rather than listing designated pro- 
fessions, however, the model act follows the precedent set by many existing 
state statutes of defining professional services as those licensed services which 
‘may not be rendered by a corporation organized under the business cor- 
poration law. 

Paragraph (2). See Section 26 with respect to jurisdiction of the licensing 
authority over professional corporations. 

Paragraphs (5) and (6). See comment following Section 9. 


SECTION 3. PURPOSES 


(a) Except as hereinafter provided in this section professional corpora- 
tions may be organized under this Act only for the purpose of rendcring 
professional services and services ancillary thereto within a single profession. 

(b) A professional corporation may be incorporated for the purpose of 
rendering professional services within two or more professions and for any 
purpose or purposes for which corporations may be organized under the 

Business Corporation Act to the extent that such combination 
of professional purposes or of professional and business purposes is permitted 
by the licensing laws of this State applicable to such professions and rules or 
regulations thereunder. 





2. Model! Bus. Corp. Act Ann. 2d, Sec. 3, Par. 4.01. 
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Comment 


Apparently most state legislatures have felt that it was necessary to limit 
the purposes of a professional corporation to the practice of a single profes- 
sion, and subsection (a) follows the large majority of existing state statutes 
in this respect. However, the ethical proscriptions of the various professions 
are not uniform in restricting the activities of a professional group to a single 
professional ficld. Some professional groups such as engineers and architects 
are permitted to carry on joint practice, and in other fields, such as the field 
of medicine and allied health professions, the extent to which professional 
practices may be combined is an evolving subject. Accordingly, subsection 
(b) shifts the responsibility for determining the extent to which two or more 
professions may combine and the extent to which a professional corporation 
may cngage in business activities to the licensing statutes and regulations 
governing cach profession where variations in public policy and ethical re- 
quirements of the various professions may be properly treated. 


SECTION 4. PROHIBITED ACTIVITIES 


A professional corporation shall not engage in any profession or business 
other than the profession or professions and businesses permitted by its 
articles of incorporation, except that a professional corporation may invest 
its funds in real estate, mortgages, stocks, bonds or any other type of invest- 
ment. 


Comment 


Although not normally found in a business corporation law, an express 
statutory prohibition against ultra vires acts is fairly common in the existing 
state professional corporation laws. This prohibition provides a basis on 
which the licensing authority may initiate enforcement action pursuant to 
Section 18 to prevent a professional corporation from engaging in prohibited 
activities. 


SECTION 5. GENERAL POWERS 


A professional corporation shall have the powers enumerated in the __ 

Business Corporation Act, except that a professional corpora- 

tion may be a promoter, general partner, member, associate, or manager 

only of a partnership, joint venture, trust or other enterprise engaged only 

in rendering professional services or carrying on business permitted by the 
articles of incorporation of the corporation. 


Comment 


Under existing statutes professional corporations generally have all the 
powers of business corporations. The model act restricts only the power to 
participate in partnerships and similar enterprises engaged in activities not 
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permitted to the professional corporation, Investment in limited partnerships 
as a limited partner would not be prohibited by the model act. 


SECTION 6. RENDERING PROFESSIONAL SERVICES 


A professional corporation, domestic or foreign, may render professional 
services in this State only through natural persons permitted to render such 
services in this State; but nothing in this Act shall be construed to require 
that any person who is employed by a professional corporation be licensed 
to perform services for which no Jicense is otherwise required or to prohibit 
the rendering of professional services by a licensed natural person acting in 
his individual capacity, notwithstanding such person may be a shareholder, 
director, officer, employce or agent of a professional corporation, domestic 
or foreign. 


Comunent 


A statement similar to the first clause of Section 6 to make it clear that un- 
licensed employces of professional corporations are not authorized to render 
professional services is included in the statutes of all states. The second clause 
which is also common in existing statutes is intended to insure that the use 
of para-professionals and other assistants customarily employed by profes- 
sionals wil! not be inhibited by the first clause and also to recognize that a 
licensed employee of a professional corporation may render services ia his 
individual capacity rather than as an employee of the corporation depending 
upon the circumstances of his employment. For example, an employee of a 
professional corporation may render professional services in his individual 
capacity in states in which the professional corporation may not be admitted 
as a foreign corporation, 


SECTION 7. RIGHT OF CORPORATION TO ACQUIRE 
ITS OWN SHARES 


A professional corporation may purchase its own shares from a disquali- 
fied person without regard to the availability of capital or surplus for such 
purchase; however, no purchase of or payment for its own shares shall be 
made at a time when the corporation is insolvent or when such purchase or 
payment would make it insolvent. 


Comment 


Nearly all professional corporation statutes require that shareholders be 
licensed professional persons, and to implement this requirement most stat- 
utes require that the corporation repurchase shares which have become the 
property of unlicensed persons through operation of law. The usual business 
corporation law restriction against impairment of capital by purchase of the 
corporation’s own shares may conflict with this statutory requirement for 
the purchase of shares of a professional corporation. Section 7 of the model 
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act resolves the conflict by removing the Model Business Corporation Act 
limitation on purchase of shares to the extent of available earned surplus or 
capital surplus while retaining the insolvency test of Section 6 of the Model 
Business Corporation Act. Section 10 (a) of the professional corporation 
supplenient requires the corporation to repurchase shares “to the extent of 
funds which may be legally made available for such purchase.” Thus the 
requirement of Section 10 that the professional corporation repurchase the 
shares of a disqualified person will be subject to the insolvency restriction 
against repurchase but will not be subject to the capital and surplus restric- 
tion. 


SECTION 8. CORPORATE NAME 


The name of a domestic professional corporation or of a foreign profes- 
sional corporation authorized to transact business in this State: 


(1) shall contain the words “professional corporation” or the ab- 
breviation “P.C.”; 

(2) shall not contain any word or phrase which indicates or implies 
that it is organized for any purpose other than the purposes contained 
in its articles of incorporation; 

(3) shall not be the same as, or deceptively similar to, the name of 
any domestic corporation existing under the laws of this State or any 
foreign corporation authorized to transact business in this State, or a 
name the exclusive right to which is, at the time, reserved in the manner 


provided in the ____________-—~sBusiness Corporation Act, or the name 
of a corporation which has in effect a registration of its corporate name 
as provided in the __________ Business Corporation Act; except that 


this provision shall not apply if: 

(i) such similarity results from the use in the corporate name of 
personal names of its shareholders or former shareholders or of natural 
persons who were associated with a predecessor entity; or 

(ii) the applicant files with the Secretary of State either of the fol- 
lowing: (A) the written consent of such other corporation or holder of 
a reserved or registered name to use the same or deceptively similar 
name and one or more words are added to make such name distin- 
guishable from such other name, or (B) a certified copy of a final 
decree of a court of competent jurisdiction establishing the prior right 
of the applicant to the use of such name in this State; and 

(4) shall otherwise conform to any rule promulgated by a licensing 
authority having jurisdiction of a professional service described in the 
articles of incorporation of such corporation. 


Comment 


Existing state statutes vary in the selection of terms required in the cor- 
porate name as corporate designators. To encourage uniformity and avoid 
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confusion the model act approves and requires only the term “professional 
corporation” or its abbreviation. The Model Business Corporation Act cor- 
porate name provision is further modified in paragraph (3) (i) to permit 
similarity of names if the similarity results from the use of personal names of 
persons associated with the organization. Paragraph (4) authorizes the li- 
censing authority to impose by rule additional requirements appropriate to 
a particular profession. 


SECTION 9. ISSUANCE AND TRANSFER OF 
SHARES; SHARE CERTIFICATES 


(a) A professional corporation may issue shares, fractional shares, and 
rights or options to purchase shares only to: 


(1) natural persons who are authorized by Jaw in this State or in 
any other state or territory of the United States or the District of Co- 
lumbia to render a professional service permitted by the articles of in- 
corporation of the corporation; 

(2) general partnerships in which all the partners are qualified per- 
sons with respect to such professional corporation and in which at Icast 
one partner is authorized by law in this State to render a professional 
service permitted by the articles of incorporation of the corporation; 
and 

(3) professional corporations, domestic or foreign, authorized by 
law in this State to render a professional service permitted by the articles 
of incorporation of the corporation. 


(b) Where deemed necessary by the licensing authority for any profes- 
sion in order to prevent violations of the ethical standards of such profession, 
the licensing authority may by rule further restrict, condition, or abridge the 
authority of professional corporations to issue shares but no such rule shall, 
of itself, have the effect of causing a sharcholder of a professional corpora- 
tion at the time such rule becomes effective to become a disqualified person. 
All shares issued in violation of this section or any rule hereunder shall be 
void. 
(c) A shareholder of a professional corporation may transfer or pledge 
shares, fractional shares, and rights or options to purchase shares of the cor- 
poration only to natural persons, general partnerships and professional cor- 
porations? qualified hereunder to hold shares issued directly to them by such 
professional corporation. Any transfer of shares in violation of this provision 


1. Delete paragraph (3) of subsection (a) if alternate 2 or 3 of Section 11 (d) is 
adopted. 
2. Delete “professional corporations” if alternate 2 or 3 of Section 11 (d) is adopted. 
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shall be void; however, nothing herein contained shall prohibit the transfer 
of shares of a professional corporation by operation of law or court decree. 

(d) Every certificate representing shares of a professional corporation 
shall state conspicuously upon its face that the shares represented thereby 
are subject to restrictions on transfer imposed by this Act and are subject to 
such further restrictions on transfer as may be imposed by the licensing 
authority from time to time pursuant to this Act. 


Comment 


The model act departs from existing state statutes in permitting shares of 
a professional corporation to be issued to persons licensed outside the state 
of incorporation and to partnerships and other professional corporations 
authorized to render a professional service permitted by the articles of in- 
corporation of the corporation. 

Pennsylvania also permits a professional corporation to issue shares to 
persons licensed in another state, but existing statutes gencrally restrict sharc- 
holders to natural persons. If shareholders are not liable for debts of the 
corporation, however, there is no policy reason to prohibit the issuance of 
shares to another corporation which is subject to the same professional cor- 
poration requirements, and under Section 9 of the model! act professional 
corporations may be given the same flexibility in planning the corporate 
structure as business corporations. If shareholders are personally liable for 
the performance of professional services rendered on behalf of the corpora- 
tion, however, as they may be under either alternate 2 or 3 of Section 11 (d), 
then the holding company device may be used to avoid personal liability, and 
accordingly, paragraph (3) of subsection (a) should be deleted if alternate 
2 or 3 of Section 11 (d) is adopted. 

Section 9 of the model act is applicable to all classes of shares issued by 
a professional corporation. No qualifications are imposed by the model act 
(or by existing state statutes) on holders of debt securitics. It is unlikely that 
convertible debt will be issued by a professional corporation, since the cor- 
poration will not have the power to issue its shares upon conversion if the 
holder is not a qualified person at the time the shares are to be issued. ‘ 


SECTION 10. DEATH OR DISQUALIFICATION OF A 
SHAREHOLDER 


(a) Upon the death of a shareholder of a professional corporation or if 
a shareholder of a professional corporation becomes a disqualified person 
or if shares of a professional corporation are transferred by operation of law 
or court decree to a disqualified person, the shares of such deceased share- 
holder or of such disqualified person may be transferred to a qualified person 
and, if not so transferred, shall be purchased or redeemed by the corpora- 
tion to the extent of funds which may be legally made available for such 
purchase. 
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(b) If the price for such shares is not fixed by the articles of incorpora- 
tion or by-laws of the corporation or by private agreement, the corporation, 
within six months after such death or thirty days after such disqualification 
or transfer, as the case may be, shall make a written offer to pay for such 
shares at a specified price deemed by such corporation to be the fair value 
thereof as of the date of such death, disqualification or transfer. Such offer 
shall be given to the executor or administrator of the estate of a deceased 
sharcholder or to the disqualified sharcholder or transferce and shall be 
accompanied by a balance sheet of the corporation, as of the latest available 
date and not more than twelve months prior to the making of such offer, and 
a profit and loss statement of such corporation for the twelve months’ period 
ended on the date of such balance sheet. 

(c) If within thirty days after the date of such written offer from the cor- 
poration the fair value of such shares is agreed upon between such dis- 
qualified person and the corporation, payment therefor shall be made within 
sixty days, or such other period as the purtics may fix by agreement, after 
the date of such offer, upon surrender of the certificate or certificates repre- 
senting such shares. Upon payment of the agreed value the disqualified per- 
sons shall cease to have any interest in such shares. 

(d) If within such period of thirty days the disqualified person and the 
corporation do not so agree, then the corporation, within thirty days after 
receipt of written demand from the disqualified person given within sixty 
days after the date of the corporation’s written offer shall, or at its election 
at any time within such period of sixty days may, file a petition in any court 
of competent jurisdiction in the county in this State where the registered 
office of the corporation is located requesting that the fair value of such shares 
be found and determined. If the corporation shall fail to institute the pro- 
ceeding as herein provided, the disqualified person may do so within sixty 
days after delivery of such written demand to the corporation. The dis- 
qualified person, wherever residing, shall be made a party to the proceeding 
as an action against his shares quasi in rem. A copy of the petition shall be 
served on the disqualified person, if a resident of this State, and shall be 
served by registered or certified mai! on the disqualified person, if a non- 
resident. Service on non-residents shall also be made by publication as pro- 
vided by law. The jurisdiction of the court shall be plenary and exclusive. The 
disqualified person shall be entitled to judgment against the corporation for 
the amount of the fair value of his shares as of the date of death, dis- 
qualification or transfer upon surrender to the corporation of the certificate 
or certificates representing such shares. The court may, as its discretion, 
order that the judgment be paid in such installments as the court may deter- 
mine. The court may, if it so elects, appoint one or more persons as appraisers 
to receive evidence and recommend a decision on the question of fair value. 
The appraisers shall have such power and authority as shall be specified in 
the order of their appointment or an amendment thereof. 
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(e) The judgment shall include an allowance for interest at such rate as 
the court may find to be fair and equitable in all the circumstances, from the 
date of death, disqualification or transfer. 

(f) The costs and expenses of any such proceeding shall be determined 
by the court and shall be assessed against the corporation, but all or any part 
of such costs and expenses may be apportioned and assessed as the court 
may deem equitable against the disqualified person if the court shall find 
that the action of such disqualified person in failing to accept such offer was 
arbitrary or vexatious or not in good faith. Such expenses shall include rea- 
sonable compensation for and reasonable expenses of the appraisers, but 
shall exclude the fees and expenses of counsel for and experts employed by 
any party; but if the fair value of the shares as determined materially ex- 
ceeds the amount which the corporation offered to pay therefor, or if no 
offer was made, the court in its discretion may award to the disqualified 
person such sum as the court may determine to be reasonable compensation 
to any expert or experts employed by the disqualified person in the proceed- 
ing. 

(g) If a purchase, redemption, or transfer of the shares of a deceased or 
disqualified shareholder or of a transferee who is a disqualified person is not 
completed within ten months after the death of the deceased shareholder or 
five months after the disqualification or transfer, as the case may be, the 
corporation shal! forthwith cancel the shares on its books and the disqualified 
person shall have no further interest as a shareholder in the corporation other 
than his right to payment for such shares under this section. 

(h) Shares acquired by a corporation pursuant to payment of the agreed 
value therefor or to payment of the judgment entered therefor, as in this 
section provided, may be held and disposed of by such corporation as in the 
case of other treasury shares. 

(i) This section shall not be deemed to require the purchase of shares of 
a disqualified person where the period of such disqualification is for less than 
five months from the date of disqualification or transfer. 

(j) Any provision regarding purchase, redemption or transfer of shares of 
a professional corporation contained in the articles of incorporation, by-laws 
or any private agreement shall be specifically enforceable in the courts of 
this State. 

(k) Nothing herein contained shall prevent or relieve a professional cor- 
poration from paying pension benefits or other deferred compensation for 
services rendered to or on behalf of a former shareholder as otherwise per- 
mitted by law. 


Comment 


Existing state statutes generally require that the shares of a deceased or 
disqualified shareholder be transferred to a qualified shareholder or pur-, 
chased by the corporation within a specified period of time following the 
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shareholder’s death or disqualification. The model act requires payment of 
fair value for such shares if the corporation does not establish an alternative 
method, and the procedure for determining fair value set forth in subsections 
(b) through (f) parallels the procedure set forth in Section 81 of the Model 
Business Corporation Act with respect to the determination of rights of dis- 
senting sharcholders. Shares of a deceased or disqualified sharcholder that 
have not been transferred or purchased within the time limits specified ‘iin 
subsection (g) are cancelled, and the sharcholder’s interest becomes a 
ereditor’s claim under this section. 

Onc of the troublesome aspects of the requirement that a shareholder of a 
professional corporation be licensed to practice the profession is the disposi- 
tion of the corporation entity of a deceased sole practitioner. Under Section 
33 of the Model Business Corporation Act the executor of the estate of a 
sole practitioner may vote the decedent’s shares in his professional corpora- 
tion. See comment following Section 13, Accordingly, if the shares of a de- 
ceased sharcholder are not transferred, the executor may vote the shares to 
dissolve the corporation or to amend the articles of incorporation to change 
its purposes to those of a business corporation. If the executor elects to dis- 
solve, a licensed member of the profession must act as director and president 
during the winding up of the corporation’s affairs. If the executor elects to 
amend the articles, he may do so himself by signing and filing articles of 
amendment pursuant to Section 15. 

Sce comment following Section 7 concerning the effect of statutory re- 
strictions against purchases by a corporation of its own shares resulting 
in impairment of capital or insolvency. To further reduce the possibility of 
conflict between the insolvency restriction of Section 7 and the requirement 
for purchase of shares under Section 10 in the event of a judicial deter- 
mination of fair value, the court is expressly authorized in subsection {d) 
to order that the judgment be paid in installments. 


SECTION 11. RESPONSIBILITY FOR PROFESSIONAL SERVICES 


(a) Any reference to a corporation in this section shall include both 
domestic and foreign corporations. 

(b) Every individual who renders professional services as an employee of 
a professional corporation shall be liable for any negligent or wrongful act 
or omission in which he personally participates to the same extent as if he 
rendered such services as a sole practitioner. An employee of a professional 
corporation shall not be liable for the conduct of other employees unless he 
is at fault in appointing, supervising, or cooperating with them. 

(c) Every corporation whose employees perform professional services 
within the scope of their employment or of their apparent authority to act 
for the corporation shall be liablé to the same extent as its employees. 

(d) (Alternate 1) Except as otherwise provided by statute, the personal 
liability of a shareholder of a professional corporation shall be no greater in 
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any respect than that of a shareholder of a corporation organized under the 
pea. Business Corporation Act. 

(d) (Alternate 2) Except as otherwise provided by statute, if any cor- 
poration is liable under the provisions of subsection (c) of this section, every 
sharcholder of the corporation shall be liable to the same extent as though 
he were a partner in a partnership and the services giving rise to liability 
had been rendered on behalf of the partnership. 

(d) (Alternate 3) (1) Except as otherwise provided by statute, if any 
corporation is liable under the provisions of subsection (c) of this section, 
every sharcholder of that corporation shall be liable to the same extent as 
though he were a partner in a partnership and the services giving rise to 
liability had been rendered on behalf of the partnership, unless the corpora- 
tion has provided security for professional responsibility as provided in 
paragraph (2) of this subsection and the liability is satisfied to the extent 
comtemplated by the insurance or bond which effectuates the security. 

(2) A professional corporation, domestic or forcign, may provide security 
for professional responsibility by procuring insurance or a surety bond issued 
by an insurance company, or a combination thereof, as the corporation may 
elect. The minimum amount of security and requirements as to the form and 
coverage provided by the insurance policy or surety bond may be established 
for each profession by the licensing authority for the profession, and the 
minimuni amount may be set to vary with the number of shareholders, the 
type of practice, or other variables deemed appropriate by the licensing au- 
thority. If no effective determination by the licensing authority is in effect, 
the minimum amount of professional responsibility security for the profes- 
sional corporation shall be the product of ____* _____ dollars multiplied 
by the number of shareholders of the professional corporation. 


Comment 


Although all existing state statutes include some provision concerning 
professional liability or professional responsibility, most statutes are silent 
as to the vicarious liability of shareholders leaving this question to be de- 
termined by the business corporation law. Several statutes clearly provide 
that shareholder liability is limited as in a business corporation. A few ex- 
pressly state that shareholders shall be jointly and severally liable for debts 
of the corporation. And a few, either by statute or rule of practice, condition 
limited liability for some professions on maintenance of professional lia- 
bility insurance. A majority of the statutes contain simply a provision to the 
effect that the statute does not modify any law applicable to the relationship 
between a person furnishing professional services and a person receiving 
such services including liability arising out of such professional services. 
Although one commentator has suggested that this statutory provision pre- 





* A minimum amount to be determined by the state legislature. 
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serves the mutual agency and unlimited liability of partnerships,! Federal 
district courts in Ohio and Florida have held, in the context of cases in- 
volving the status of a professional corporation for Federal income tax 
purposes, that shareholders have limited liability under statutes of this type.? 
Accordingly, it seems that shareholders of professional corporations have 
limited liability under existing statutes in most states. 

Section 11 of the model act states affirmatively the rules for liability of 
the professional corporation, its employecs, and its shareholders resulting 
from negligence in the performance of professional services. Consistent with 
the common law doctrine of respondeat superior, subsection (b) limits 
liability of a professional employee to his personal negligence, and sub- 
section (c) imposes liability on the corporation for conduct of professional 
employees within the scope of their employment or of their apparent au- 
thority. 

Three alternative provisions as to liability of shareholders are proposed in 
subsection (d): limited liability as in a business corporation, vicarious per- 
sonal liability as in a partnership, and personal liability limited in amount 
conditioned upon financial responsibility in the form of insurance or a surety 
bond. Alternate 3 would permit the licensing authority for each profession 
to establish the minimum amount of security required as a condition for 
limiting liability of sharcholders and to impose requirements as to the 
coverage provided by the policy or bond representing the security. The 
minimum amount of security designated in alternate 3 would apply to any 
profession only if no minimum has been fixed by the licensing authority for 
the profession, but no attempt is made in the model act to specify minimum 
coverage requirements. Each alternate recognizes by the introductory phrase, 
“Except as otherwise provided by statute,” that more specific rules as to 
shareholder liability may be enacted with respect to a particular profession 
or professions, but the formulation of statutory requirements as to either 
the minimum amount of security or coverage for particular professions is 
beyond the scope of this model act. 

Limited liability of shareholders has historically been considered by the 
courts and by the Internal Revenue Service as one of several characteristics 
that distinguish the corporation from the partnership. It should be noted, 
therefore, that the choice of alternates in subsection (d) may affect the tax 
status of professional corporations formed pursuant to the act. 


SECTION 12. PROFESSIONAL RELATIONSHIPS; 
PRIVILEGED COMMUNICATIONS 


(a) The relationship between an individual performing professional serv- 





1, Bittker, Professional Associations and Federal Income Taxation: Some Comments 
and Qhestions, 17 Tax Law Review 1. 

2. O'Neill v. United States, 281 F. Supp. 359; Kurzner v. United States, 286 F. Supp. 
839. . 


96 


ices as employee of a professional corporation, domestic or foreign, and a 
client or patient shall be the same as if the individual performed such services 
as a sole practitioner. 

(b) The relationship between a professional corporation, domestic or 
foreign, performing professional services and the client or patient shall be 
the same as between the client or patient and the individual performing the 
services. 

(c) Any privilege applicable to communications between a person render- 
ing professional services and the person receiving such services recognized 
under the laws of this State, whether statutory or deriving from common law, 
shall remain inviolate and shall extend to a professional corporation, do- 
mestic or foreign, and its employees in all cases in which it shall be ap- 
plicable to communications between a natural person rendering professional 
services on behalf of the corporation and the person receiving such serv- 
ices. 


Comment 


Many existing state statutes contain provisions similar to Section 12 
which makes it clear that any relationship of confidence that exists between 
a professional person and his client or patient is preserved and cxtends to 
the professional corporation and also that any privilege applicable to com- 
munications with a professional person is preserved and extends to the 
professional corporation. 


SECTION 13. VOTING OF SHARES 


No proxy for shares of a professional corporation shall be valid unless 
it shall be given to a qualified person. A voting trust with respect to shares 
of a professional corporation shall not be valid [unless all the trustees and 
beneficiaries thereof are qualified persons, except that a voting trust may be 
validly continued for a period of ten months after the death of a deceased 
beneficiary or for a period of five months after a beneficiary has become a 
disqualified person].? 


Comment 


Section 13 of the model act requires that the holder of a proxy and the 
parties to a voting trust agreement be qualified to own shares in the corpo- 
ration. If sharcholders may be personally liable for the performance of pro- 
fessional services rendered on behalf of the corporation, voting trusts should 
be prohibited to prevent their use to avoid personal liability. See comment 
following Section 9. With regard to other types of agreements regarding 
voting of shares, Section 34 of the Model Business Corporation Act pro- 
viding that agreements among shareholders regarding voting shall be valid 


1. Delete the bracketed clause if alternate 2 or 3 of Section 11 (d) is adopted. 
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and enforceable is unchanged by the professional corporation supple- 
ment. 

Pursuant to Section 33 of the Mode! Business Corporation Act the shares 
of a professional corporation held by an administrator, executor, guardian 
or conservator may be voted without a transfer of such shares, and shares 
held by a receiver may be voted by the receiver without transfer if such 
authority is contained in the order of a court by which the recciver was 
appointed, Upon the death or insolvency of a major sharcholder, it may 
be necessary to dissolve the corporation or amend its articles by changing 
its purposcs to those of a business corporation. The interest of the share- 
holder’s estate will be protected by permitting the holder of his shares to 
vote on such proposals. In view of the requirement of Section 14 that ane- 
half the directors and the principal officers of a corporation be qualified 
sharcholders, there is no significant risk that an unqualitied person may 
exercise control over the professional practice of the corporation during the 
period that shares of the corporation may be owned by the estate or receiver 
of a shareholder under Section 10. Accordingly, the model act does not 
modify the provisions of the Model Business Corporation Act regarding 
voting by administrators and receivers. 


SECTION 14. DIRECTORS AND OFFICERS 


Not less than one-half the directors of a professional corporation and 
all the officers other than the secretary and the treasurer shall be qualified 
persons with respect to the corporation. 


Comment 


Section 14 requires that not less than one-half the directors and the 
Officers other than the secretary and treasurer of a professional corporation 
be licensed professionals. The professional corporation statute of many 
states require that all directors be licensed while others require less than 
all. Most existing statutes also prohibit unlicensed persons from serving as 
officers with variations as to whether all or only certain designated offices 
are subject to the requirement. 


SECTION 15. AMENDMENTS TO ARTICLES 
OF INCORPORATION 


An administrator, executor, guardian, conservator, or receiver of the 
estate of a shareholder of a professional corporation who holds all of the 
outstanding shares of the corporation may amend the articles of incorpo- 
ration by signing a written consent to such amendment. Articles of amend- 
ment so adopted shall be executed in duplicate by the corporation by such 
administrator, executor, guardian, conservator, or receiver and by the secre- 
tary or assistant secretary of the corporation, and verified by one of the 
persons signing such articles, and shall set forth: 


98 


(1) the name of the corporation; 

(2) the amendments so adopted; 

(3) the date of adoption of the amendment by the administrator, 
executor, guardian, conservator, or receiver; . 

(4) the number of shares outstanding; and 

(5) the number of shares held by the administrator, executor, 
guardian, conservator, or receiver. 


Comment 


Section 15 enables the professional corporation of the sole practitioner 
to continue in existence following the death of its sharcholder and simplifies 
the procedure for amendment of articles set forth in the Model Business 
Corporation Act. Without some modification of the Model Business Corpo- 
ration Act procedure, the executor of the deceased shareholder's estate 
would be required to find another member of the profession to serve as 
director and president for the purpose of adopting and filing articles of 
amendment. 


SECTION 16. MERGER AND CONSOLIDATION 


(a) A professional corporation may merge or consolidate with another 
corporation, domestic or foreign, only if every shareholder of each corpo- 
ration is qualified to be a shareholder of the surviving or new corporation. 

(b) Upon the merger or consolidation of a professional corporation, if 
the surviving or new corporation, as the case may be, is to render profes- 
sional services in this state, it shall comply with the provisions of this 
Act. 


Comment 


Section 16 permits mergers and consolidations among professional cor- 
porations and business corporations to the extent that professional and 
business purposes may be combined under Scction 3. Many existing pro- 
fessional corporation statutes limit mergers and consolidations to domestic 
professional corporations incorporated for the purpose of rendering the same 
professional service. Such a limitation would be inconsistent with Section 3 
of this Act permitting a broader statement of purposes and Section 19 pro- 
viding for admission of foreign professional corporations. 


SECTION 17. TERMINATION OF PROFESSIONAL ACTIVITIES 


If a professional corporation shall cease to render professional services, 
it shall amend its articles of incorporation to delete from its stated purposes 
the rendering of professional services and to conform to the requirements 
ofthe ___.__—Ss—SSs— CSS Bussiness Corporation Acct regarding its cor- 
porate name. The corporation may then continue in existence as a corpo- 
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ration under the___mmo........-___—s- Business Corporation Act and 
shall no longer be subject to the provisions of this Act. 


Comment 


Section 17 resolves any question as to the power of a professional cor- 
poration to continue in existence under the business corporation act after 
it has ceased to render professional services and avoids the forced disso- 
lution of a corporation whose shareholders have died or become disquali- 
fied. See commeni following Section 10. A corporation which has ceased 
to render professional services and does not dissolve is required to amend 
its articles to comply with the business corporation law. 


SECTION 18. INVOLUNTARY DISSOLUTION 


A professional corporation may be dissolved involuntarily by a decree 
Of theneeees 2 eee es  Courtrin’ an: aetion filed, bysthe., Attorney 
General when it is established that the corporation has failed to comply with 
any provision of this Act applicable to it within sixty days after reccipt 
of written notice of noncompliance. Each licensing authority in this State 
and the Secretary of State shall certify to the Attorney General, from time 
to time, the names of all corporations which have given cause for dissolu- 
tion as provided in this Act, together with the facts pertinent thereto. When- 
ever the Secretary of State or any licensing authority shall certify the name 
of a corporation to the Attorney General as having given any cause for 
dissolution, the Secretary of State or such licensing authority, as the case 
may be, shall concurrently mail to the corporation at its registered office 
a notice that such certification has been made. Upon the receipt of such 
certification, the Attorney General shall file an action in the name of the 
State against such corporation for its dissolution. 


Comment 


The Attorney General is authorized to enforce the requirements of the 
professional corporation act by bringing an action for involuntary dissolu- 
tion on the grounds of failure of the corporation to comply with any provi- 
sion of the act. Either the licensing authority or the Secretary of State may 
initiate such proceedings by certifying the grounds for dissolution to the 
Attorney General. See Section 24. 


SECTION 19. ADMISSION OF FOREIGN 
PROFESSIONAL CORPORATIONS 


(a) A foreign professional corporation shall be entitled to procure a 
certificate of authority to transact business in this State only if: 

(1) the name of the corporation meets the requirements of this 

Act; P 

(2) the corporation is organized only for purposes for which a 
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professional corporation organized under this Act may be organized; 
and 

(3) all the shareholders, not less than one-half the directors, and 
all the officers other than the secretary and treasurer of the corpora- 
tion are qualified persons with respect to the corporation. 

(b) No foreign professional corporation shall be required to obtain a 
certificate of authority to transact business in this State unless it shall main- 
tain an office in this State for the conduct of business or professional prac- 
tice. 


Comment 


Many small as well as large professional practices are conducted in more 
than one state by individuals licensed to practice in more than one state 
or by partnerships whose members are licensed to practice in various states. 
A serious defect in many cxisting state statutes is the absence of any pro- 
vision concerning forcign professional corporations, although several stat- 
utes do specifically provide for admission of foreign professional corpo- 
rations. 

Under the foreign corporation provisions of state business corporation 
laws, foreign corporations are generally admitted with few if any restrictions 
other than restrictions as to the use of corporate names. In order to prevent 
a professional corporation from avoiding the professional corporation laws 
of the state in which it carries on its practice by incorporating in a state with 
more lenient professional corporation requirements, Section 19 requires that 
foreign corporations comply with the domestic state law requirements con- 
cerning corporate purposes and qualification of shareholders, directors and 
officers. Under Section 6 a foreign corporation may render professional 
services only through persons permitted to render such services in the state. 
Section 11 concerning responsibility for professional services and security 
for professional responsibility is applicable to foreign corporations as well 
as domestic corporations; and foreign corporations are subject to regulation 
by the licensing authority to the same extent as domestic corporations under 
Section 26, 

Section 19(b) requires that a professional corporation obtain a cer- 
tificate of authority only if the corporation maintains an office in the state. 
This provision would permit foreign professional corporations greater free- 
dom in rendering professional services in the state without complying with 
foreign corporation law requirements than is permitted in the case of business 
corporations. 


SECTION 20. APPLICATION FOR CERTIFICATE 
OF AUTHORITY 


The application of a foreign professional corporation for a certificate of © 
authority for the purpose of rendering professional services shall include a 
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statement that all the sharcholders, not less than one-half the directors, and 
all the officers other than the secretary and treasurer are licensed in one 
or more states or territories of the United States or the District of Columbia 


. to render a professional service described in the statement of purposes of 


the corporation. 


Comment 


The requirements of the Model Business Corporation Act regarding the 
application by a foreign corporation for a certificate of authority are modi- 
fied to be consistent with the additional requirements for admission under 
Section 19. 


SECTION 21. REVOCATION OF CERTIFICATE 
OF AUTHORITY 


The certificate of authority of a foreign professional corporation may be 
revoked by the Secretary of State if the corporation fails to comply with any 
provision of this Act applicable to it. Each licensing authority in this State 
shall certify to the Secretary of State, from time to time, the names of all 
foreign professional corporations which have given cause for revocation as 
provided in this Act, together with the facts pertinent thereto. Whenever 
a licensing authority shall certify the name of a corporation to the Secretary 
of State as having given cause for dissolution, the licensing authority shall 
concurrently mail to the corporation at its registered office in this State a 
notice that such certification has been made. No certificate of authority 
of a foreign professional corporation shall be revoked by the Secretary of 
State unless he shall have given the corporation not less than sixty days’ 
notice thereof and the corporation shall fail prior to revocation to correct 
such noncompliance. 


Comment 


The Model Business Corporation Act procedures for revocation of the 
certificate of authority of a foreign professional corporation are modified 
to permit the Secretary of State to revoke the certificate of authority of a 
foreign corporation for failure to comply with applicable requirements of 
the professional corporation act and to authorize the licensing authority 
to certify to the Secretary of State grounds for revocation of the certificate 
of authority of a foreign professional corporation. 


SECTION 22. ANNUAL REPORT OF DOMESTIC AND 
FOREIGN PROFESSIONAL CORPORATIONS 


(a) The annual report of each domestic professional corporation, and 
each foreign professional corporation authorized to transact business in this 
State, filed with the Secretary of State pursuant to the _____________— 
Business Corporation Act shall include a statement that all the shareholders, 
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not less than one-half the directors, and all the officers other than the secre- 
tary and treasurer of the corporation are qualified persons with respect to 
the corporation. 

(b) Financial information contained in the annual report of a profes- 
sional corporation, other than the amount of stated capital of the corporation, 
shall not be open to public inspection nor shall the licensing authority dis- 
close any facts or information obtained therefrom except insofar as its 
official duty may require the same to be made public or in the event such 
information is required for evidence in any criminal proceedings or in any 
other action by this State. 


Comment 


The Model Business Corporation Act requirements for filing an annual 
report with the Secretary of State are modified to include a statement show- 
ing compliance with the requirement of Section 19 as to qualification of 
shareholders, directors and officers and to provide that financial information 
shall be confidential. 


SECTION 23. ANNUAL STATEMENT OF QUALIFICATION OF 
DOMESTIC AND FOREIGN PROFESSIONAL CORPORATIONS 


(a) Each domestic professional corporation, and each foreign profes- 
sional corporation, authorized to transact business in this State, shall file 
annually before March 1 with each licensing authority having jurisdiction 
over a professional service of a type described in its articles of incorpora- 
tion a statement of qualification setting forth the names and respective ad- 
dresses of the directors and officers of the corporation and such additional 
information as the licensing authority may by rule prescribe as appropriate 
in determining whether such corporation is complying with the provisions 
of this Act and rules promulgated hereunder. 

(b) The licensing authority shall charge and collect a fee of 
dollars for filing a statement of qualification pursuant to this Act. 


Comment 


Many existing professional corporation statutes require the filing of an 
annual report with the Secretary of State or licensing authority setting forth 
the names and addresses of all shareholders of the corporation. The model 
act requires that a professional corporation file an annual statement with 
the licensing authority setting forth the names and addresses of directors 
and officers and authorizes the licensing authority to require additional 
information which might include names and addresses of shareholders. 


SECTION 24. INTERROGATORIES BY LICENSING AUTHORITY 


(a) Each licensing authority of this State may propound to any pro- 
fessional corporation, domestic or foreign, organized to practice a pro-, 
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fession within the jurisdiction of such licensing authority, and to any officer 
or director thereof, such interrogatories as may be reasonably necessary 
and proper to enable the licensing authority to ascertain whether such 
corporation has complied with all the provisions of this Act applicable to 
such corporation. Such interrogatories shall be answered within thirty days 
after the mailing thereof, or within such additional time as shall be fixed 
by the licensing authority, and the answers thereto shall be full and complete 
and shall be made in writing and under oath, If such interrogatories be 
directed to an individual they shall be answered by him, and if directed 
to a corporation they shall be answered by the president, vice president, 
secretary or assistant secretary thereof. The licensing authority shall certify 
to the Attorney General, for such action as the Attorney General may deem 
appropriate, all interrogatories and answers thereto which disclose a vio- 
lation of any of the provisions of this Act. 

(b) Interropatories propounded by a licensing authority and the answers 
thereto shall not be open to public inspection nor shall the licensing au- 
thority disclose any facts or information obtained therefrom except insofar 
as its official duty may require the same to be made public or in the event 
such interrogatories or the answers thercto are required for evidence in any 
criminal proceedings or in any other action by this State. 


Comment 


Section 24 establishes a procedure for enforcement by the licensing au- 
thority similar to the procedure set forth in Section 137 of the Model Business 
Corporation Act for enforcement by the Secretary of State but provides 
that the answers to interrogatories propounded by a licensing authority 
shall be confidential. See comment following Section 18. 


SECTION 25. PENALTIES 


(a) Each professional corporation, domestic or foreign, that fails or 
refuses to answer truthfully within the time prescribed by this Act inter- 
rogatories propounded in accordance with the provisions of this Act by 
the licensing authority having jurisdiction of a type of professional service 
described in the articles of incorporation of such corporation, shall be 
deemed to be guilty of a misdemeanor and upon conviction thereof may 
be fined in any amount not exceeding five hundred dollars. 

(b) Each officer and director of a professional corporation, domestic 
or foreign, who fails or refuses within the time prescribed by this Act to 
answer truthfully and fully interrogatories propounded to him in accordance 
with the provisions of this Act by the licensing authority having jurisdic- 
tion of a type of professional service described in the articles of incorpora- 
tion of such corporation, or who signs any articles, statement, report, appli- 
cation or other document filed with such licensing authority which is known 
to such officer or director to be false in any material respect, shall be 
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deemed to be guilty of a misdemeanor, and upon conviction thereof may 
be fined in any amount not exceeding ___________ dollars. 


Comment 


Section 25 imposes penalties for failure to answer interrogatories pro- 
pounded by the licensing authority which are the same as the penalties 
imposed by Sections 135 and 136 of the Model Business Corporation Act 
for failure to answer intcrrogatories propounded by the Secretary of State. 


SECTION 26. REGULATION OF PROFESSIONAL CORPORATIONS 


No professional corporation, domestic or forcign, shall begin to render 
professional services in this State until it has filed a copy of its articles of 
incorporation with each licensing authority having jurisdiction of a type of 
professional service described in its articles of incorporation, Each licensing 
authority in this State is hereby authorized to promulgate rules in accordance 
with the provisions of this Act which specifically provide for the issuance 
of rules to the extent consistent with the public interest or required by the 
public health or welfare or by generally recognized standards of professional 
conduct. Nothing in this Act shall restrict or Jimit in any manner the au- 
thority or duty of a licensing authority with respect to natural persons 
rendering a professional service within the jurisdiction of the licensing au- 
thority, or any law, rule or regulation pertaining to standards of professional 
conduct. 


Comment 


Section 26 requires that a professional corporation register with the 
appropriate licensing authority by filing a copy of its articles of incorporation 
with the licensing authority and authorizes the licensing authority to promul- 
gate rules pursuant to the act. Similar provisions appear in a number of 
existing statutes, and the further statement reaffirming the authority of the 
licensing authority with respect to licensed professionals is common to many 
statutes. 


SECTION 27. APPLICATION OF BUSINESS CORPORATION ACT 

The provisions of the _________________ Business Corporation Act 

shall apply to professional corporations, domestic and foreign, except to 

the extent such provisions are inconsistent with the provisions of this Act. 
Comment 


See comment following Section 1. 


SECTION 28. APPLICATION TO EXISTING CORPORATIONS 


(a) The provisions of this Act shall apply to all existing corporations 
organized under any general act of this State which is repealed by this 
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Act. Every such existing corporation which shall be required to amend its 
corporate name or purposes to comply with this Act shall deliver duly 
executed duplicate originals of articles of amendment or restated articles 
of incorporation containing such amendments to the Secretary of State within 
ninety days after the effective date of this Act. 

(b) Any corporation organized under any act of this State which is 
not repealed hereby may become subject to the provisions of this Act by 
delivering to the Secretary of State duly executed duplicate originals of 
articles of amendment or restated articles of incorporation stating that the 
corporation elects to become subject to this Act and containing such amend- 
ment of its corporate name or purposes as may be required to comply with 
this Act. 

(c) The provisions of this Act shall not apply to any corporation now 
in existence or hereafter organized under any act of this State which is not 
repealed hereby unless such corporation voluntarily becomes subject to this 
Act as herein provided, and nothing contained in this Act shall alter or 
affect any existing or future right or privilege permitting or not prohibiting 
performance of professional services through the use of any other form of 
business organization. 


Comment 


While most states have adopted a single general professional corporation 
law applicable to all covered professions, several states have adopted a series 
of professional corporation laws applicable to individual professions. Sec- 
tion 28 of the model act sets forth procedures with respect to existing cor- 
porations which include mandatory provisions applicable to corporations 
incorporated under a repealed act and also provisions for voluntary com- 
pliance with this act by corporations organized under acts which may not 
be repealed. 


SECTION 29. RESERVATION OF POWER 


The * SC sShalll at all times have power to prescribe 
such regulations, provisions and limitations as it may deem advisable, which 
regulations, provisions and limitations shall be binding upon any and all 
corporations subject to the provisions of this Act, and the : 
shall have power to amend, repeal or modify this Act at pleasure. 





Comment 
See Model! Business Corporation Act Section 149. 


SECTION 30. EFFECT OF REPEAL OF PRIOR ACTS 
The repeal of a prior act by this Act shall not affect any right accrued 





* Insert name of legislative body. 
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or established, or any liability or penalty incurred, under the provisions of 
such act, prior to the repeal thereof. 


Comment 


See Mode! Business Corporation Act Section 150. 


SECTION 31. EFFECT OF INVALIDITY OF PART OF THIS ACT 


If a court of competent jurisdiction shall adjudge to be invalid or un- 
constitutional any clause, sentence, paragraph, section or part of this Act, 
such judgment or decrce shall not affect, impair, invalidate or nullify the 
remainder of this Act, but the effect thereof shall be confined to the clause, 
sentence, paragraph, section or part of this Act so adjudged to be invalid 
or unconstitutional. 


Comment 


See Model Business Corporation Act Section 151. 


SECTION 32. REPEAL OF PRIOR ACTS 


(Insert appropriate provisions) 


% me * me 


Blue Sky Law Exemption 


In most states the interest of a partner in a professional partnership 
is exempted by definition or otherwise from the application of the state 
securities law. A few states have exempted shares of a professional corpo- 
ration, but many states have ignored this problem in enacting professional 
corporation laws. Because the “one subject’? requirement of state con- 
stitutions may prohibit amendment of the state securities law in a pro- 
fessional corporation act, the model act does not create a securities law 
exemption for shares of professional corporations. It is recommended, how- 
ever, that shares of professional corporations be exempted from the state 
securities law by appropriate amendment of that law. 


Comment on the foregoing proposed Professional Corporation Supple- 
ment and Comments is invited and should be forwarded prior to March 15, 
1977 to John P. Austin, 2700 Crocker Plaza, San Francisco, California 


94104. 


John P. Austin, Chairman 
Committee on Corporate Laws 


August 16, 1976 
San Francisco, California 
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Bill 68 


1975 


(Second Session) 
CHAPTER 44 


THE ATTORNEY GENERAL STATUTES AMENDMENT ACT, 1975 
(NO. 2) 


(Assented to December 15, 1975) 


PER MAJESTY, by and with the advice and consent of 
the Legislative Assembly of Alberta, enacts as follows: 


The Chartered Accountants Act 


Sa 1. (1) The Chartered Accountants Act is amended by 
this section. 


Amencs s. 2 (2) Section 2 is amended by adding after clause (d) the 
following clauses: . 


(dl) “permit” means a permit issued pursuant to section 
53, subsection (3); 


(d2) “professional corporation” means the holder of a 
subsisting permit; 


Seas (3) The following sections are added after section 51: 


Professional Corporations 


By eae 52. (1) The Council may by by-law approved by the 
Council Lieutenant Governor in Council 
(a) prescribe the manner of proof as to matters re- 
quired to be proven by applicants for permits; 


(b) fix the fees payable to the Institute for the issuance 
of permits and the fees payable annually by profes- 
sional corporations; 


(c) provide for the creation and maintenance of a reg- 
ister of professional corporations and require the 
filing of periodic returns by such corporations; 


(d) provide for the annual renewal of permits and pre- 
scribing the terms and conditions upon which re- 
newals may be granted; 


(e) prescribe the types of names by which 
(i) a professional corporation, or 
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(ii) a partnership of two or more professional 
corporations, or 

(iii) a partnership of one or more professional 
corporations and one or more individual char- 
tered accountants, 

may be known. 


(2) The Council may make rules 


(a) 


(b) 


o3. 


providing that the permit of a professional corpor- 
ation is suspended without notice or investigation 
upon contravention of any by-law that requires the 
corporation to pay a fee or assessment, file a docu- 
ment or do any other act by a specified or ascertain- 
able date, and providing for the reinstatement of a 
permit so suspended; 


providing for the reinstatement or re-issuance of 
any permit suspended or revoked pursuant to a by- 
law or order of the Council and prescribing the 
terms and conditions upon which reinstatement or 
re-issuance of a permit may be granted. 


(1) Notwithstanding any other provision of this Act, 


a corporation to which a permit is issued under this section 
may practice or act as a chartered accountant in its own 


name. 


(2) Notwithstanding subsection (1), no corporation shall 
be enrolled as a member of the Institute. 


(3) The secretary shall issue a permit to any corporation 
which fulfils the following conditions: 


(a) 


(b) 
(c) 


(d) 


(e) 


(f) 


files an application in the form prescribed by the 
by-laws; 
pays all the fees prescribed by the by-laws; 


satisfies the secretary that it is a company limited 
by shares that is in good standing with the Registrar 
of Companies under The Companies Act; 


satisfies the secretary that the objects of the com- 
pany stated in its memorandum of association in- 
clude the objects contained in the Schedule to this 
Act; 


satisfies the secretary that the name of the com- 
pany is in accordance with the rules of the Council 
and contains the words “‘Professional Corporation” ; 


satisfies the secretary that the legal and beneficial 
ownership of all the issued shares of the company 
is vested in one or more members of the Institute 
and that all of the directors of the company are 
members of the Institute; 


Termination 
of permit 


Liabllity of 
shareholders 
and employees 
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(g) satisfies the secretary that the persons who will 
carry on the practice of a chartered accountant on 
behalf of the company are members of the Institute. 


(4) A permit issued under subsection (3) is valid for 
the period stated thereon. 


(5) A permit issued under subsection (8) may be revoked 
or its renewal withheld by the Council where any of the 
conditions specified in subsection (3) no longer continue 
to exist. 


(6) For the purposes of subsection (3), clause (g), the 
practice of a chartered accountant shall not be deemed te 
be carried on by clerks, secretaries, bookkeepers and other 
assistants employed by the corporation to perform services 
which are not usually and ordinarily considered by law, 
custom and practice to be services which may be performed 
by a member of the Institute, nor shall the practice of a 
chartered accountant be deemed to be carried on by regis- 
tered students employed by the corporation to do any thing 
in the course of service under articles if it is done under 
the direction or supervision of a member of the Institute. 


o4. Where a professional corporation ceases to fulfil 
any condition specified in section 58, subsection (8) other 
than clause (g) by reason only of 


(a) the death of a member, or 


(b) the striking off or other removal from the register 
of the name of a member, or 


(c) the suspension by the Council of a member, 


who is a shareholder of the corporation, the professional 
corporation has a period of 90 days from the date of the 
death, striking off, other removal or suspension, as the case 
may be, in which to fulfil the condition failing which the 
permit is automatically terminated effective upon the ex- 
piration of the 90-day period without the necessity of an 
order of the Council. 


DD. (1) Notwithstanding any provision to the contrary 
in The Companies Act, every person who is a shareholder 
of a corporation during the time that it is the holder of a 
permit or of a corporation during the time that it practices 
or acts as a chartered accountant without holding a permit 
is liable to the same extent and in the same manner as if 
the shareholder of the corporation were during that time 
carrying on the business of the corporation as a partnership 
or, where there is only one shareholder, as an individual 
practising or acting as a chartered accountant. 


(Z) The liability of any person in carrying on the prac- 
tice of or acting as a chartered accountant is not affected 


Voting agree- 
ments with 
non-members 
prohibited 


Aoplication 
of Act ard 
rules 


Preservation 
ef relaticn- 
ships with 
clients 


Use of title 


Application 
of Act, ete. 
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by the fact that the practice of or acting as a chartered 
accountant is carried on or done by such person as an 
employee and on behalf of a professional corporation. 


56. No shareholder of a professional corporation shall 
enter into a voting trust agreement, proxy or any other 
tvpe of agreement vesting in another perscn who is not a 
member of the Institute the authority to exercise the voting 
rights attached to any or all of his shares. 


57. The relationship of a member of the Institute or of 
a registered student to a professional corporation, whether 
as shareholder, director, officer or employee, does not affect, 
modify or diminish the application to him of the provisions 
of this Act and the by-laws and rules. 


oS. (1) Nothing contained in section 53 shall affect or 
limit any lass applicable to the fiduciary, confidential or 
ethical relationships between a chartered accountant and 
a person receiving the professional services of a chartered 
accountant. 


(2) The relationship between a professional corporation 
carrying on the practice of or acting as a chartered accoun- 
tant and a person receiving the professional services of the 
corporation is subject to all applicable law reiating to the 
fiduciary, confidential and ethical relationships between a 
chartered accountant and his client. 


(3) All rignts and obligations pertaining to communica- 
tions made to or information received by a chartered 
accountant, or his advice thereon, apply to the shareholder, 
directors, officers and employees of a professional corpor- 
ation. 


39. No person or persons shall trade or carry on business 
within Alberta under any name or title containing the 
words “Profzssional Corporation” or the abbreviation 
“P.C.” unless that person or those persons are duly incor- 
porated as a company and the company holds a subsisting 
permit, or unless otherwise expressly authorized by statute, 
and every person so trading or carrying on business is 
guilty of an offence and liable upon summary conviction to 
a fine not exceeding $25 for every day upon which that 
name or title has been used. 


60. (1) All the provisicns of this Act and the by-laws 
and rules thereunder which are applicable to chartered 
accountants apply with all necessary modifications to a 
professional corporation under this Act unless otherwise 
expressly provided in this Act. 


Discipline 


Right to sue 


Evidence 


(2) For the purposes of section 49, the term “member” 
includes a professional corporation. 


G1. (1) References in section 38, subsection (3), sec- 
tion 39, subsection (4) and sections 42 and 46 io the sus- 
pension of a member shall, in the case of a professional 
corporation, be deemed a reference to the suspension of 
the permit of the professional corporation, and the refer- 
ences in section 46, subsection (1), clause (b) and section 
48 to striking the name of a member from the register shall, 
in the case of a professional corporation, be deemed a 
reference to revocation of the permit of the corporation. 


(2) All shareholders, directors, officers and employees 
of a professional corporation whose conduct is being inves- 
tigated are compellable witnesses in any proceedings under 
this Act. 


(3) When a professional corporation has been found 
guilty by the Council of conduct unbecoming a chartered 
accountant, the Council may 


(a) revoke the permit of the corporation, or 


(b) suspend for a stated period of time the permit of 
the corporation, or 


(c) reprimand the corporation, 


and in addition to a suspension of the permit or a repri- 
mand, the Council may . 


(d) order the professional corporation to pay for each 
offence of which it is found guilty, a fine of not 
more than $1,000 to the Institute, within the time 
fixed by the Council, 


(e) order the professional corporation to pay the costs 
of the investigation in an amount and within the 
time fixed by the Council, and 


(f) suspend the permit of the corporation in default of 
paying any fine or costs ordered to be paid until 
such time as the fine or costs are paid. 


62. A corporation may sue for fees for services per- 
formed on its behalf and in its name by a person in his 
capacity as a member at any time after the services are 
performed, if the services were performed during the time 
that the corporation was the holder of a subsisting permit. 


63. A certificate purporting to be signed by the secre- 
tary and stating that a named corporation was or was not, 
on a specified day or during a specified period, a profes- 
sional corporation according to the records of the Institute, 
shall be admitted in evidence as prima facie proof of the 
facts stated therein without proof of the secretary’s ap- 
pointment or signature. 


Transitional 


Enacts 
Senedule 


R.S.A. 1970, 
c. 60 


Amends s. 13 


Amends s. 15 


ES 


G4. In any provision of an Act of the Legislature or any 
regulation, rule, order or by-law made under an Act of the 
Legislature enacted or made before, at or after the com- 
mencement of this section, a reference to a person author- 
ized to carry on the practice of a chartered accountant, 
whether referred to as a member of the Institute of Char- 
tered Accountants of Alberta, a chartered accountant or 
otherwise, shall be read as including a professional corpor- 
ation unless otherwise provided. 


(4) The following Schedule is added at the end of the Act: 
SCHEDULE 


The objects for which the company is established are: 


(a) to engage in every phase and aspect of rendering 
the same services to the public that a chartered 
accountant, being a member of the Institute of 
Chartered Accountants of Alberta, is authorized 
to render ; 


(b) to purchase or otherwise acquire and to own, mort- 
gage, pledge, sell, assign, transfer or otherwise 
dispose of, and to invest in, deal in and with, real 
and personal property necessary for the rendering 
of the services of a chartered accountant; 


(c) to contract debts and borrow money, issue and sell 
or pledge bonds, debentures, notes and other evi- 
dences of indebtedness and execute such mortgages, 
transfers of corporate property or other instru- 
ments to secure the payment of corporate indebted- 
ness as required; 


(d) to enter into partnership, consolidate or merge with 
or purchase the assets of another corporation or 
individua! rendering the same professional services. 


The Companies Act 


2. (1) The Companies Act is amended by this section. 


(2) Section 13 is amended by renumbering the section 
as subsection (1) and by adding the following subsection 
after subsection (1): 


(2) Notwithstanding subsection (1), a company whose 
objects include the objects contained in the Schedule to 
The Legal Profession Act may be formed under this Act 
and has power under this Act while it is the holder of a 
subsisting permit issued under section 113, subsection (3) 
of The Legal Profession Act to execute the office of execu- 
tor, administrator, trustee, receiver, assignee or liquidator. 


(3) Section 15 ts amended by adding after subsection 
(3) the following subsection: 


Amends vs. 16 
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(3.1) Any one person who is 
(a) a member of the Institute of Chartered Accountants 
of Alberta, or 


(b) a member of the Alberta Dental Association, or 
(c) an active member of The Law Society of Alberta, or 


(d) a registered practitioner under The Medical Profes- 
sion Act, 1975, 


may, by subscribing his name to a memorandum of associ- 
ation and otherwise complying with the requirements of 
this Act in respect of registration, form an incorporated 
company limited by shares, the objects of which shal] in- 
clude the objects contained in the Schedule to The Char- 
tered Accountants Act, The Dental Association Act, The 
Legal Profession Act or The Medical Profession Act, 1975, 
as the case may be. 


(4) Section 16 is amended by renumbering the section 
as subsection (1) and by adding the following subsections: 


(2) Notwithstanding subsection (1), clause (a), a com- 
pany limited by shares 


(a) may be incorporated under a name which does not 
include the word “Limited” or “Ltd.”, and 


(b) may change its name in accordance with section 32 
to exclude the word “Limited” or “Ltd.’, 


if the company is incorporated, or its name is changed, as 
the case may be, for the purpose of making application for 
the issuance of a permit to operate as a professional corpor- 
ation under The Chartered Accountants Act, The Dental 
Association Act, The Legal Profession Act or The Medical 
Profession Act, 1975 and if the company undertakes to 
change its name to include the word “Limited” or “Ltd.” 
within 90 days after the company ceases to hold a subsisting 
permit. 


(3) The Registrar, after having given notice to the 
company of his intention to do so, may by order change 
the name of a company limited by shares to include the 
word “Limited” or “Ltd.” if it is shown to the satisfaction 
of the Registrar that the company has carried on business 
for a period exceeding 90 days while not the holder of a 
subsisting permit as a professional corporation issued under 
The Chartered Accountants Act, The Dental Association 
Act, The Legal Profession Act or The Medical Profession 
Act, 1975. 


(4) A notice given by the Registrar under subsection 
(3) shall be subject to appeal in accordance with section 12. 


(5) Notwithstanding subsection (1), clause (c), the 
memorandum of a company the objects of which include the 
objects contained in the Schedule to The Chartered Ac- 
countants Act, The Dental Association Act, The Legal Pro- 
fession Act or The Medical Profession Act, 1975 shall state 


Lo 


that the liability of the members is limited except in the 
circumstances described in section 55, subsection (1) of The 
Chartered Accountunts Act, section 72, subsection (1) of 
The Dental Association Act, section 115, subsection (1) of 
The Legal Profession Act or section 89, subsection (1) of 
The Medical Profession Act, 1975. 


anges (5) Section 293 is amended by renumbering the section 
as subsection (1) and by adding the following subsection: 


(2) Subsection (1) does not apply to a company formed 
pursuant to section 15, subsection (3.1). 


The Dental Association Ac? 


R.S.A. 1970, 8. (1) The Dental Association Act is amended by this 
re section. 


Amends s. 2 (2) Section 2 is amended by adding after clause (d) the 
following clauses: 
(dl) “permit” means a permit issued pursuant to sec- 
tion 70, subsection (3); 
(d2) “professional corporation” means the holder of a 
subsisting permit; 


Amends s. 50 (8) Section 50, subsection (1) is amended by striking 
out the words “No company” and by substituting therefor 
the words “Subject to section 70, no company”. 


gee (4) The foliowing sections are added after section 68: 
Professional Corporations 
By-laws 69. The board may make by-laws 


(a) prescribing the manner of proof as to matters re- 
quired to be proven by applicants for permits; 


(b) fixing the fees payable to the Association for the 
issuance of permits and the fees payable annually 
by professional corporations; 


(c) providing that the permit of a professional corpor- 
ation is suspended without notice or investigation 
upon contravention of any by-law that requires the 
corporation to pay a fee or assessment, file a docu- 
ment or do any other act by a specified or ascer- 
tainable date, and providing for the reinstatement 
of a permit so suspended; 


(d) providing for the reinstatement or re-issuance of 
any permit suspended or revoked pursuant to an 
order of the board under section 77 and prescribing 
the terms and conditions upon which reinstatement 
or re-issuance of a permit may be granted; 
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(e) providing for the creation and maintenance of a 
register of professional corporations and requiring 
the filing of periodic returns by such corporations; 
(f) providing for the annual renewal of permits and 
prescribing the terms and conditions upon which 
renewals may be granted; 
(g) prescribing the types of names by which a 
(i) professional corporation, or 
(ii) a partnership of two or more professional cor- 
porations, or 

(iii) a partnership of one or more professional cor- 
porations and one or more dentists or dental 
surgeons, 

may be known. 


40. (1) Notwithstanding any other provision of this 
Act, a corporation to which a permit is issued under this 
section may practice dentistry and dental surgery in its 
own name. 

(2) Notwithstanding subsection (1), no corporation snall 
be enrolled as a member of the Association. 


(3) The registrar shall issue a permit to any corpora- 
tion which fulfils the following conditions: 


(a) files an application in the form prescribed by the 
board; 


(b) pays all the fees prescribed by the board; 


(c) satisfies the registrar that it is a company limited 
by shares that is in good standing with the Regis- 
tray of Companies under The Companies Act; |. 


(d) satisfies the registrar that the objects of the com- 
pany stated in its memorandum of association in- 
clude the objects contained in the Schedule to this 
Act; 

(e) satisfies the registrar that the name of the company 
is in accordance with the by-laws of the Association 
and contains the words ‘“‘Professional Corporation”’; 


(f) satisfies the registrar that the legal and beneficial 
ownership of all the issued shares of the company 
is vested in one or more members of the Association 
and that all of the directors of the company are 
members of the Association; 


(g) satisfies the registrar that the persons who will 
carry on the practice of dentistry and dental sur- 
gery on behalf.of the company are members of the 
Association. 


(4) A permit issued under subsection (8) expires on 
December 31 of the year for which it was issued. 
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(5) A permit issued under subsection (3) may be revoked 
or iis renewal withheld nas the board where any of the 
conditions specified in subsection (3) no longer continue to 
exist. 


(6) For the purposes of suysection (8), clause (g), the 
practice of dentistry or dental surgery snall not be deemed 
to be carried on by clerks, secretaries, bookkeepers, hy- 
gienists, dental assistants or other assistants employed by 
the corporation to perform services which are not usually 
and ordinarily considered by law, custom and practice to 
be services which may be performed only by a member of 
the Association. 


71. Where a professional corporation ceases to fulfil 
any condition specified in secticn 70, subsection (8) by 
reason only of 


(a) the death of a member, or 
(b) removal of 2 member’s name from the register, or 


(c) the suspension by the Association of a member, 


who is a shareholder of the corporation, the professional 
corporation has a period of 90 days from the date of death, 
striking off or suspension, as the case may be, in which to 
fulfil the condition failing which the permit is automatic- 
ally terminated effective upon the expiration of the 90-day 
period without the necessity of an order of the board. 


72. (1) Notwithstanding any provision to the contrary 
in The Companies Act, every person who is a shareholder 
of a corporation during the time that it is the holder of a 
permit or of a corporation during the time that it acts in 
contravention of the provisions of section 47, subsection (1) 
or of section 50, 52 or 54 is liable to the same extent and in 
the same manner as if the shareholders of the corporation 
were during that time carrying on the business of the cor- 
poration as a partnership or, where there is only one share- 
holder, as an individual practising dentistry or dental sur- 
gery. 

(2) The liability of any person in carrying on the prac- 
tice of dentistry or denta! surgery is not affected by the 
fact that the practice of dentistry or dental surgery is car- 
ried on by such person as an employee and on behalf of a 
professional corporation. 


73. No shareholder of a professional corporation shall 
enter into a voting trust agreement, proxy or any other type 
of agreement vesting in another person who is not a mem- 
ber of the Association the authority to exercise the voting 
rights attached to any or all of his shares. 
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74. The relationship of a member of the Association to 
a professionai corporation, whether as a shareholder, direc- 
tor, officer or employee, does not affect, modify or diminish 
the application to him of the provisions of this Act and the 
by-laws. 


75. No person or persons shall trade or carry on business 
within Alberta under any name or title containing the 
words “Professional Corporation” or the abbreviation 
“PC.” unless that person or those persons are duly incor- 
porated as a company and the company holds a subsisting 
permit, or unless otherwise expressly authorized by statute, 
and every person so trading or carrying on business is 
guilty of an offence and liable upon summary conviction 
to a fine not exceeding $25 for every day upon which that 
name or title has been used. 


76. (1) All the provisions of this Act and the by-laws 
which are applicable to inembers apply with all necessary 
modifications to a professional corporation under this Act 
unless otherwise expressly provided in this Act. 


(2) Sections 50, 52 and 54 do not apply to a professional 
corporation. 


77. (1) References in section 32 or 39 to the suspen- 
sion of a member shall, in the case of a professional corpor- 
ation, be deemed a reference to the suspension of a permit 
of the professional corporation, and references in section 
32 to removing the name of a member from the register 
shall, in the case of a professional corporation, be deemed 
a reference to revocation o= the permit of the corporation. 


(2) Ali shareholders, directors, officers and employees of 
a professional corporation whose conduct is being investi- 
gated are compellable wimesses in any proceedings under 
this Act. 


(5) When a professional corporation has been found 
guilty by the board under this Act of unbecoming, improper 
or unprofessional conduct, the board may 

(a) revoke the permit of the corporation, or 

(b) suspend for a stated period of time the permit of 

the corporation, or 

(c) reprimand the corporation, 
and in addition to a suspension of the permit or a repri- 
raand, the board may 


(d) order the professional corporation to pay for each 
offence of which it is found guilty, a fine of not 
more than $1,000 to the Association, within the time 
fixed by the order, 
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(e) order the professional corporation to pay the costs 
of the investigation in an amount and within the 
time fixed by the board, and 


(f) suspend the permit of the corporation in default of 
paying any fine or costs ordered to be paid until 
such time as the fine or costs are paid. 


%8. A corporation may sue for fees for services per- 
formed on its behalf and in its name by a person in his 
capacity as an active member at any time after the services 
are performed, if the services were performed during the 
time that the corporation was the holder of a subsisting 
permit. 


79. (1) No professional corporation shall, except under 
the authority of a resolution of the board, employ in connec- 
tion with its practice, a suspended member or a member 
whose name has been struck off the register. 


(2) The board may by resolution permit a professional 
corporation to employ in connection with its practice a 
suspended member or a member whose name has been 
struck off the register but the employment shall be in the 
capacity and subject to the terms and conditions that the 
resolution prescribes. 


80. A cer‘ificate purporting to be signed by the regis- 
trar and stating that a named corporation was or was not, 
on a specified day or during a specified period, a profes- 
sional corporation according to the records of the Associa- 
tion, shall be admitted in evidence as prima facie proof of 
the facts stated therein without proof of the registrar’s ap- 
pointment or signature. 


81. In any provision of an Act of the Legislature or any 
regulation, rule, order or by-law made under an Act of the 
Legislature enacted or made before, at or after the com- 
mencemeni of this section, a reference to a person author- 
ized to carry on the practice of dentistry or dental surgery, 
whether referred to as a member of The Alberta Dental 
Association, a dentist or dental surgeon or otherwise, shall 
be read as including a professional corporation unless other- 
wise expressly provided. 


(5) The following Schedule is added at the end of the 
Act: 


SCHEDULE 


The objects for which the company is established are 


(a) to engage in every phase and aspect of rendering 
the same dental services to the public that a dentist 


R.S.A. 1970, 
c. 203 


Enacts 
Part 8 
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or dental surgeon, being a member of The Alberta 
Dental Association, is authorized to render; 


(b) to purchase or otherwise acquire and to own, mort- 
gage, pledge, sell, assign, transfer or otherwise 
dispose of, and to invest in, deai in and with, real 
and personal property necessary for the rendering 
of dental services; 


(c) to contract debts and borrow money, issue and sell 
or pledge bonds, debentures, notes and other evi- 
dences of indebtedness and execute such mortgages, 
transfers of corporate property or other instru- 
ments to secure the payment of corporate indebted- 
ness as required; 


(d) to enter into partnership, consolidate or merge 
with or purchase the assets of another corporation 
or individual rendering the same professional ser- 
vices. 


The Legal Profession Act 
4. (1) The Legal Profession Act is amended by this 


section. 


(2) The following Part 1s added after section 110: 
PART 8 
PROFESSIONAL CORPORATIONS 
141. In this Part, 


(a) “permit” means a permit issued pursuant to section 
113, subsection (8) ; 


(b) “professional corporation” means the holder of a 
subsisting permit. 


112. The Benchers may make rules 


(a) prescribing the manner of proof as to matters re- 
quired to be vroven by applicants for permits; 


(b) fixing the fees pavat!le to the Society for the issu- 
ance of permits and the fees payavle annually by 
professional corporations; 


(c) providing that the permit of a professional corpor- 
ation is suspended without notice or investigation 
upon contravention of any rule that requires the 
corporation to pay a fee or assessment, file a docu- 
ment or do any other act by a specified or ascer- 
tainable date, and providing for the reinstatement 
of a permit so suspended ; 


(d) providing for the reinstatement or re-issuance of 
any permit suspended or revoked pursuant to an 
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order of the Benchers under section 121 and pre- 
scribing the terms and conditions upon which re- 
instatement or re-issuance of a permit may be 
granted; 


(e) requiring professional corporations to open and 
maintain trust accounts for clients’ money at a 
chartered bank, a treasury branch or a corporation 
Hpk is an approved corporation under The Trustee 

ct; 


(f) requiring professional corporations to keep books 
of account and records containing particulars and 
information as to moneys received, held or paid for 
or on account of clients, requiring the furnishing 
of evidence that those accounts and records are 
being kept and maintained and providing for the 
inspection of those books and reccrds from time to 
time by the officers, auditors or agents of the 
Society ; 


(g) requiring any professional corporation to pay to 
the Society the cost of any inspection or audit of its 
books and accounts where the rules under clause (e) 
or (f) have not been complied with, 


(h) providing for the creation and maintenance of a 
register of professional corporations and requiring 
the filing of periodic returns by such corporations; 

(i) providing for the annual renewal of permits and 
prescribing the terms and conditions upon which 
renewals may be granted; 


(j) prescribing the types of names by which 
(i) a professional corporation, or 
(ii) a partnership of two or more professional cor- 
porations, or 


(ili) a partnership of one or more professional cor- 
porations and one or more individual barris- 
ters and solicitors, 


may be known. 


113. (1) Notwithstanding any other provision of this 
Act, a corporation to which a permit is issued under this 
section may practice law in its own name. 


(2) Notwithstanding subsection (1), no corporation shall 
be enrolled as a member of the Society. 


(3) The Secretary shall issue a permit to any corporation 
which fulfils the following conditions: 


(a) files an application in the form prescribed by the 
Benchers; 


(b) pays all the fees prescribed by the Benchers; 
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(c) satisfies the Secretary that it is a company limited 
by shares that is in good standing with the Regis- 
trar of Companies under The Companies Act; 

(d) satisfies the Secretary that the objects of the com- 

pany stated in its memorandum of association in- 

clude the objects contained in the Schedule to this 

Act; 


(e) satisfies the Secretary that the name of the com- 
pany is in accordance with the rules of the Society 
and contains the words ‘Professional Corporation” ; 


—S 


(f) satisfies the Secretary that the legal and beneficial 
ownership of all the issued shares of the company 
is vested in one or more active members of the So- 
ciety and that all of the directors of the company 
are active members of the Society ; 


(g) satisfies the Secretary that the persons who will 
carry on the practice of a barrister and solicitor on 
behaif of the company are active members of the 
Society. 


(4) A permit issued under subsection (3) expires on De- 
cember 21 of the year for which it was issued. 


(5) A permit issued under subsection (3) may be revoked 
or its renewal withheld by the Benchers where any of the 
conditions specified in subsection (8) no longer continue 
to exist. 


(6) For the purposes of subsection (3), clause (g), the 
practice of a barrister and solicitor shall not be deemed to 
be carried on by clerks, secretaries, bookkeepers and other 
assistants employed by the corporation to perform services 
which are not usually and ordinarily considered by law, 
custom and practice to be services which may be performed 
only by an active member of the Society, nor shall the 
practice of a barrister and solicitor be deemed to be carried 
on by articled students-at-law employed by the corporation 
to do any thing in the course of service under articles if it 
is done under the direction or supervision of an active 
member of the Society. 


114. Where a professional corporation ceases to fulfil 
any condition specified in section 113, subsection (3) by 
reason only of the death or loss of active membership in the 
Society of a shareholder of the company, the professional 
corporation has a period of 99 days from the date of the 
death or loss of active membership, as the case may be, in 
which to fulfil the condition failing which the permit is 
automatically terminated effective upon the expiration of 


Liability of 
sharehoiders 
and employees 


Voting agree- 
ments with 
non-members 
prohibited 


Application 
of Act and 
rules 


Preservation 
of solicitor- 
client 

relationships 


E25 


the 90-day period without the necessity of an order of the 
Benchers. 


115. (1) Notwithstanding any provision to the contrary 
in The Companies Act, every person who is a shareholder 
of a corporation during the time that it is the holder of a 
permit or of a corporation during the time that it acts in 
contravention of the provisions of section 92, subsection 
(1), is liable to the same extent and in the same manner 
as if the shareholders of the corporation were during that 
time carrying on the business of the corporation as a part- 
nership or, where there is only one shareholder, as an indi- 
vidual practising as a barrister and solicitor. 


(2) The liability of any person in carrying on the prac- 
tice of a barrister and solicitor is not affected by the fact 
that the practice of a barrister and solicitor is carried on 
by such person as an employee and on behalf of a profes- 
sional corporation. 


116. No shareholder of a professional! corporation shall 
enter into a voting trust agreement, proxy or any other 
type of agreement vesting in another person who is not an 
active member of the Society the authority to exercise the 
voting rights attached to any or all of his shares. 


117. The relationship of a member of the Society or cf a 
student-at-law to a professional corporation, whether as 
shareholder, director, officer or employee, does not affect, 
modify or diminish the application to him of the provisions 
of this Act and the rules. 


118. (1) Nothing contained in section 113 shall affect, 
modify or limit any law applicable to the fiduciary, confi- 
dential or ethical relationships between a barrister and 
solicitor and a person receiving the professional services 
of a barrister and solicitor. 


(2) The relationship between a professional corporation 
carrying on the practice of a barrister and solicitor and a 
person receiving the professional services of the corpora- 
tion is subject to all applicable law relating to the fiduciary, 
confidential and ethical relationships between a barrister 
and solicitor and his client. 


(8) All rights and obligations pertaining to communica- 
tions made to or information received by a barrister and 
solicitor, or his advice thereon, apply to the shareholders, 
directors, officers and employees of a professional corpor- 
ation. 
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Use of title 119. No person or persons shall trade or carry on busi- 
ness within Alberta under any name or title containing the 
words “Professional Corporation” or the abbreviation 
“P.C.” unless that person or those persons are duly incor- 
porated as a company and the company holds a subsisting 
permit, or unless otherwise expressly authorized by statute, 
and every person so trading or carrying on business is guilty 
of an offence and liable upon summary conviction to a fine 
not exceeding $25 for every day upon which that name or 
title has been used. 


ers or “120. (1) All the provisions of Parts 3, 4 and 5 and the 

rules rules thereunder which are applicable to barristers and 
solicitors apply with all necessary modifications to a pro- 
fessional corporation under this Part unless otherwise ex- 
pressly provided in this Part. 


(2) The following provisions of this Act do not apply 
to a professional corporation: 


section 73, subsection (2); 
section 92, subsection (1); 
section 93, subsections (1) and (2). 


(3) For the purposes of sections 100, 101 and 109, the 
term “member” includes a professional corporation. 


ee 121. (1) References in section 56, section 64, subsection 
(2) and section 73, subsection (1) to the suspension of a 
member shall, in the case of a professional corporation, be 
deemed a reference to the suspension of the permit of the 
professional corporation, and references in section 73, sub- 
section (1), clause (b) and section 75, subsections (1) and 
(8) to striking the name of a member from the roll shall, 
in the case of a professional corporation, be deemed a 
reference to revocation of the permit of the corporation. 


(2) All shareholders, directors, officers and employees 
of a professional corporation whose conduct is being inves- 
tigated are compellable witnesses in any proceedings under 
Part 3. 


(3) When a professional corporation has been found 
guilty by the Benchers under Part 3 of conduct unbecom- 
ing a barrister and solicitor, the Benchers may 

(a) revoke the permit of the corporation, or 
(b) suspend for a stated period of time the permit of 
the corporation, or 
(c) reprimand the corporation, 
and in addition to a suspension of the permit or a repri- 
mand, the Benchers may 


(d) order the professional corporation to pav for each 
offence of which it is found guilty, a fine of not 
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more than $1,000 to the Society, within the time 
fixed by the order, 


(e) order the professional corporation to pay the costs 
of the investigation in an amount and within the 
time fixed by the Benchers, and 


(f) suspend the permit of the corporation in default of 
paying any fine or costs ordered to be paid until 
such time as the fine or costs are paid. 


122. (1) The misappropriation or wrongful conversion 
referred to in section 76, subsection (1) includes misappro- 
priation or wrongful conversion by a member cf the Society 
of money or other property entrusted to or received by any 
professional corporation in its capacity as a barrister and 
solicitor, of which corporation such member is a share- 
holder, director, officer or employee. 


(2) An order authorized to be made by a judge of the 
Supreme Court in the case of a member under section 82, 
subsection (1) may, in the case of a professional corpora- 
tion, be made in any of the following cases, namely, 


(a) when the permit of the corporation has been re- 
voked or suspended under section 121, subsection 
(3), or 

(b) when a shareholder of the corporation has died or 
become mentally incapacitated, or 


(c) when for any reason the corporation is unable to 
practice as a barriser and solicitor, or 


(d) when a shareholder of the corporation has absconded 
or is otherwise improperly absent from the corpora- 
tion’s place of business, or the corporation has 
neglected its practice for an unduly extended period, 


or 


(e) when there is reason to believe that the trust 
moneys held by the corporation are not sufficient 
to meet its trust liabilities, or 


(f) when sufficient grounds otherwise exist. 


123. No municipality has the power to require any pro- 
fessional corporation to obtain a licence from the munici- 
pality to practice law or to carry on the practice or pro- 
fession of a barrister and solicitor. 


124. A corporation may sue for fees for services per- 
formed on its behalf and in its name by a person in his 
capacity as an active member at any time after the services 
are performed, if the services were performed during the 
time that the corporation was the holder of a subsisting 
permit. 
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125. (1) No professional corporation shall, except under 
the authority of a resolution of the Benchers, employ in 
connection with its practice a suspended member or a 
member whose name has been struck off the roll. 


(2) The Benchers may by resolution permit a professional 
corporation to employ in connection with its practice a 
suspended member or a member whose name has been 
struck off the roll but the employment shall be in the capa- 
city and subject to the terms and conditions that the resolu- 
tion prescribes. 


126. A certificate purporting to be signed by the Secre- 
tary and stating that a named corporation was or was not, 
on a specified day or during a specified period, a profes- 
sional corporation according to the records of the Society, 
shall be admitted in evidence as prima facie proof of the 
facts stated therein without proof of the Secretary’s ap- 
pointment or signature. 


127. In any provision of an Act of the Legislature or 
any regulation, rule, order or by-law made under an Act 
of the Legislature enacted or made before, at or after the 
commencement of this section, a reference to a person 
authorized to carry on the practice of law, whether referred 
to as a member of The Law Society of Alberta, a barrister 
and solicitor or otherwise, shall be read as including a pro- 
fessional corporation unless otherwise expressly provided. 


(3) The following Schedule is added at the end of the Act: 
SCHEDULE 


The objects for which the company is established are 


(a) to engage in every phase and aspect of rendering 
the same legal services to the public that a barrister 
and solicitor, being an active member of The Law 
Society of Alberta, is authorized to render; 


(b) to purchase or otherwise acquire and to own, mort- 
gage, pledge, sell, assign, transfer or otherwise dis- 
pose of, and to invest in, deal in and with, real and 
personal property necessary for the rendering of 
legal services; . 


(c) to contract debts and borrow money, issue and sell 
or pledge bonds, debentures, notes and other evi- 
dences of indebtedness and execute such mortgages, 
transfers of corporate property or other instru- 
ments to secure the payment of corporate indebted- 
ness as required; 


(d) to enter into partnership, consolidate or merge with 
or purchase the assets of another corporation or 
individual rendering the same professional services. 
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The Medical Profession Act, 1975 


5. (1) The Medical Profession Act, 1975 is amended by 
this section. : 


(2) 


85. 


(a) 
(b) 


86. 
(a) 


(b} 


(c) 


(d) 


(e) 


(f) 


(g) 


The following Part is added after section 84: 
PART 6 
PROFESSIONAL CORPORATIONS 


In this Pari, 


“permit” means a permit issued pursuant to section 
87, subsection (3); 


“professional corporation” means the holder of a 
subsisting permit. 


The council may make by-laws 


prescribing the manner of proof as to matters re- 
quired to be proven by applicants for permits; 


fixing the fees payable to the College for the issu- 
ance of permits and the fees payable annually by 
professional corporations; 


providing that the permit of a professional corpora- 
tion is suspended without notice or investigation 
upon contravention of any by-law that requires the 
corporation to pay a fee or assessment, file a docu- 
ment or do any other act by a specified or ascertain- 
able date, and providing for the reinstatement of a 
permit so suspended; 

providing for the reinstatement or re-issuance of 
any permit suspended or revoked pursuant to an 
order of the council under section 95 and prescrib- 
ing the terms and conditions upon which reinstate- 
ment or re-issuance of a permit may be granted; 
providing for the creation and maintenance of a 
register of professional corporations and requiring 
the filing of periodic returns. by such corporations; 
providing for the annual renewal of permits and 
prescribing the terms and conditions upon which 
renewals may be granted; 

prescribing the tvpes of names by which 


(i) a professional corporation, or 
(ii) a partnership of two or more professional! cor- 
porations, or 
(iii) a partnership of one or more professional cor- 
porations and one or more individual practi- 
tioners, 
may be known. 
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87. (1) Notwithstanding any other provision of this 
Act, a corporation to which a permit is issued under this 
section may practice medicine in its own name. 


(2) Notwithstanding subsection (1), no corporation shall 
be enrolled as a registered practitioner. 


(8) The registrar shall issue a permit to any corporation 
which fulfils the following conditions: 


(a) files an application in the form prescribed by the 
council; 


(b) pays all the fees prescribed by the council; 


(c) satisfies the registrar that it is a company limited 
by shares that is in good standing with the Registrar 
of Companies under The Companies Act; 


(d) satisfies the registrar that the objects of the com- 
pany stated in its memorandum of association in- 
clude the objects contained in the Schedule to this 
Act; 


(e) satisfies the registrar that the name of the company 
is in accordance with the by-laws of the council 
and contains the words “Professional Corporation” ; 


(f) satisfies the registrar that the legal and beneficial 
ownership of all the issued shares of the company 
is vested in one or more registered practitioners 
and that all of the directors of the company are 
registered practitioners; 


(g) satisfies the registrar that the persons who will 
carry on the practice of medicine on behalf of the 
company are registered practitioners. 


(4) A permit issued under subsection (8) expires on 
Decemker 31 of the year for which it was issued. 


(5) A permit issued under subsection (3) may be revoked 
or its renewal withheld by the council where any of the con- 
ditions specified in subsection (3) no longer continue to 
exist. 


(6) For the purposes of subsection (3), clause (g), the 
practice of a registered practitioner shall not be deemed to 
be carried on bv clerks, secretaries, nurses and other assist- 
ants eniployed by the corporation to perform services which 
are not usually end ordinarily considered by law, custom 
and practice to be services which may be performed only 
by a registered practitioner. 


S&S. Where a professional corporation ceases to fulfil 
any condition specified in section 87, subsection (3) by 
reason only of 

(a) the death of a registered practitioner, or 
(b) the striking off or other removal from the register 
of the name of a registered practitioner, or 


Liability of 
shareholders 
and employees 


Voting agree- 
ments with 
non-members 
prohibited 


Application 
of Act and 
by-laws 


Preservation 
of doctor- 
patient 
Telationship 
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(c) the suspension of a registered practitioner by the 
College, 

who is a shareholder of the corporation, the professional 
corporation has a period of 90 days from the date of death, 
striking off or other removal or the suspension, as the case 
may be, in which to fulfil the condition failing which the 
permit is automatically terminated effective upon the ex- 
piration of the 90-day period without the necessity of an 
order of the council. 


89. (1) Notwithstanding any provision to the contrary 
in The Companies Act, every person who is a shareholder 
or a corporation during the time that it is the holder of a 
permit or of a corporation during the time that it acts in 
contravention of the provisions of section 64, subsection 
(1), is liable to the same extent and in the same manner as 
if the shareholders of the corporation were during that time 
carrying on the business of the corporation as a partner- 
ship or, where there is only one shareholder, as an individual 
practising medicine. 

(2) The liability of any person in carrying on the prac- 
tice of medicine is not affected by the fact that the practice 
of medicine is carried on by such person as an enployee 
and on behalf of a professional corporation. 


90. No shareholder of a professional corporation shall 
enter into a voting trust agreement, proxy or any other type 
of agreement vesting in another person who is not a regis- 
tered practitioner the authority to exercise the voting rights 
attached to any or all of his shares. 


91. The relationship of a registered practitioner to a 
professional corporation, whether as shareholder, director, 
officer or employee, does not affect, modify or diminish the 
application to him of the provisions of this Act and the 
by-laws. 


92. (1) Nothing contained in section 87 shall affect, 
modify or limit any law applicable to the confidential or 
ethical relationships between a registered practitioner and 
a person receiving the professional services of a registered 
practitioner. 


(2) The relationship between a professional corporation 
carrying on the practice of medicine and a person receiving 
the professional services of the corporation is subject to 
all applicable law relating to the confidential and ethical 
relationships between a registered practitioner and his 
patient. 

(3) All rights and obligations pertaining to communica- 
tions made to or information received by, a registered 
practitioner apply to the shareholders, directors, officers 
and employees of a professional corporation. 


Use of : 
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93. No person or persons shall trade or carry on business 
within Alberta under any name or title containing the words 
“Professional Corporazion” or the abbreviation *‘P.C.”’ un- 
less that person or those persons are duly incorporated as 
a company and the company hoids a subsisting permit, or 
unless otherwise expressly authorized by statute, and every 
person so trading or carrying on business is guilty of an 
offence and liable upon summary conviction to a fine not 
exceeding $25 for every day upon which that name or title 
has been used. 


$4. (1) All of the provisions of Parts 3, 4 and 5 and the 
by-laws thereunder which are applicable to members of 


the College apply with =H necessary modifications to a 
vrofessional corpora i on der this Part unless otherwise 
expressiv provided i = Part. 


(2) The following provisiens of this Act do not apply 
to a professional corporation: 


section 64, subzect 
section 69; 
section 70. 


95. (1) References in this Act to the suspension of a 
member shail, in the case of a profess ional corporation, be 
deemed a reference to the suspension of the permit of the 
professiona! corporation, and references in this Act to strik- 
ing the name Oe a regiszered practitioner from the register 
shali, in the cese of a professional corporation, be deemed 
@ reference to revocation of the permit of the corporstion. 


(2) Al) shareholders, directors, officers and em iployees 
of 2 vrofessional cornoration whose conduct is beine inves- 
tiga ted are comnvellable ~ritmesses in any proceedings under 
Pert, o- 


(SyeiVhen® 2 professional corporation has been found 
guilty by the eruiigh under Part 3 of unbecoming conduct, 
the council ma 


(2) revoke “a permit of the corporation, or 


(o) suspend for a stated perio 
the corporation, or 
(c) reprimend the corporation, 


and in addition to 2 suspension of the permit or a repri- 
mand, the council may 


(d) order the professional corporation to pay for each 
offence of which it is found guilty, a fine of not 
more than $1,659 to the College, within the time 
fixed by the order, 

(e) order the professional corporation to pay the costs 


of the investigation in an amount and within the 
time fixed by the council, and 


1 


of time the permit of 


Municipal 
licence 
unnecessary 


Right to sue 
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(f) suspend the permit of the corporation in default of 
paying any fine or costs ordered to be paid until 
such time as the fine or costs are paid. 


96. No municipality has the power to require any profes- 
sional corporation to obtain a licence from the municipality 
to practice medicine. 


97. A corporation may sue for fees for services per- 
formed on its behalf and in its name by a person in his 
capacity as a registered practitioner at any time after the 
services are performed, if the services were performed dur- 
ing the time that the corporation was the holder of a sub- 
sisting permit. 


98. A certificate purporting to be signed by the registrar 
and stating that a named corporation was or was not, on a 
specified day or during a specified period, a professional 
corporation according to the records of the College, shall 
be admitted in evidence as prima facie proof of the facts 
stated therein without proof of the registrar’s appointment 
or signature. 


99. In any provision of an Act of the Legislature or any 
regulation, rule, order or by-law made under an Act of the 
Legislature enacted or made before, at or after the com- 
mencement of this section, a reference to a person author- 
ized to carry on the practice of medicine, whether referred 
to as a registered practitioner, physician or any like words 
or expressions implying legal recognition of a person as 
being entitled to practise medicine, shall be read as includ- 
ing a professional corporation unless otherwise expressly 
provided. 


(3) The following Schedule is added at the end of the Act: 
SCHEDULE 


The objects for which the company is established are 


(a) to engage in every phase and aspect of rendering 
the same medical services to the public that a regis- 
tered practitioner of the College of Physicians and 
cle i of the Province of Alberta is authorized to 
render; 


(b) to purchase or otherwise acquire and to own, mort- 
gage, pledze, sell, assign, transfer or otherwise 
dispose of, and to invest in, deal in or with, real or 
personal property necessary for the rendering of 
medical services; 


(c) to contract debts and borrow money, issue and sell 
or pledge bonds, debentures, notes and other evi- 


bse 


dences of indebtedness and execute such mortgages, 
transfers of corporate property and other instru- 
ments to secure the payment of corporate indebted- 
ness as required; 


(d) to enter into partnership, consolidate or merge with 
or purchase the assets of another corporation or 
individual rendering the same professional services. 


The Trust Companies Act 


pgs Cie 6. (1) The Trust Companies Act is amended by this 
’ section. 
Amends s. 2 (2) Section 2, subsection (1), clause 5 ts amended by 


adding after the word “powers” the words “but does not 
include a corporation whose objects include the objects 
contained in the Schedule to The Legal Profession Act and 
all issued shares of which are legally and beneficially owned 
by active members of The Law Society of Alberta”. 


Coming, Ints 7. This Act comes into force on the day upon which tt is 
assented to. 


136 


APPENDIX C 


134 


LAWYERS 
APPENDIX C-1 


American Bar Association 


Opinion 303 November 27, 1961 


Lawyers who practice law in a form of organization usually designated by a 
professional association or professional corporation, which has the charac- 
teristics in whole or in part, of limited liability, centralized management, 
continuity of life, and transferability of interests, may be, but are not neces- 
sarily, acting in violation of one or more of the Canons. The mere fact that 
the form of organization used by lawyers to practice law is a professional 
association or professional corporation does not in and of ttself constitute a 
violation of any canon as it is the substance of the arrangement and not the 
form that is controlling. 


Canons 31, 33, 34, 35, 37, 47 
OPINIONS 277, 283 


Numerous inquiries have been received by this Committee in regard to the 
appropniateness from an ethical standpoint of lawyers carrying on the prac- 
tice of law in a form that will be classified as a corporation for federal income 
tax purposes. Statutory provisions now exist in several states which are de- 
signed to make this legally possible, either as a result of lawyers incorporating 
or forming associations with various corporate characteristics. This Opinion 
will assume that such legislation is valid and is not intended to eliminate the 
ethical restraints imposed on the legal profession by the Canons of Ethics. 


It is not the purpose of this Opinion to express any Judgment as to whether 
any particular professional association or professional corporation will be 
classified as a corporation for federal income tax purposes. It should be 
noted, however, that there may be some doubt whether the various statutes 
enacted in 1961 in relation to professional associations and professional cor- 
porations will result in such associations or corporations being classified as 
corporations for federal income tax purposes. It is not the purpose of this 
Opinion to state what federal income tax advantages will be available to a 
group of lawyers if the form of organization adopted by them for the prac- 
tice of law is treated as a corporation for federal income tax purposes. 


Furthermore, this Opinion is not concerned with the wisdom or feasibility 
of lawyers adopting, as a form of organization for the practice of law, the 
professional association or professional corporation. However, it should be 
said that upon this subject, the members of the Committee have grave doubts. 


de (Prof. Corp.) 
C-7 
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This Opinion will deal with the gereral characteristics which are typically 
present, in whole or in part, when a pro7essional association or professional 
corporation designed to quality for classification as a corporation for federal 
income tax purposes is formed and will pass on the ethical problems presented 
by these general characteristics where lawyers are concerned. The Committee 
will no doubt be called upon to express itself from time to time on the appli- 
cation of this Opinion to specific situations which may be presented to it. 


The general characteristics which the professional association or profes- 
sional corporations have in varying degrees are limited hability, centralized 
management, continuizy of lite, and tree transterability of interests. It is 
these characteristics that are stressed in determining whether any organization 
will be deemed a corporation for tederal income tax purvoses. Can lawyers 
carry on the practice ot law under a form of organization having these char- 
acteristics, in whole or in part, without being in violation of one or more of 
the Canons of Ethics? 


In answering this question, the substance of an arrangement is controlling, 
not the form. In other words, the mere tact that the form of organization 
used by lawyers to practice law is a protessional association (other than the 
orthodox partnership: or is a profes-innal corporation does not in and of 
itself constitute a violation of any Canon. A look behind the form to the sub- 
stance is required to ascertain whether any Canon is violated. 


Canon 35 states that a lawyer's relation to his client should be personal, and 
the responsibility should be direct to the client. The close lawyer-client rela- 
tionship which Canon 35 is designed to foster cannot be attained unless the 
client’s reasonable expectations as to the scope of the responsibility for the 
legal services being rendered is a reality. 


Canon 33 provides that in the selection and use of a firm name, no false, 
misleading. assumed or trade name should be used. The name under which a 
group of lawyers practices would be misleading if it failed to reveal any 
restrictions on the responsibility of the individual lawyers for the legal ser- 
vices rendered. 


In formal Opinion 253, it is stated: 


There can be no distinction in principle between a transfer to a corporation 
and to trustees. In either case, the firm property, tangible and intangible, 
no longer belongs to the partnership. Be that as it may, the proposed plan 
would result in an arrangement whereby a group of associates, not true 
partners intersese as we think, are ma-querading as a partnership, since 
the inquiry states the firm name would be continued, a violation of Canon 


57 


33 and condemned in Opinion 277. 


If a professional association or professional corporation is organized to 
practice law and the lawyers other than the ones rendering the legal services 
to a client are not under any personal liability therefor, the fees collected for 
the legal work will neverthelexs go to the association or corporation and in due 
course will be shared by all the lawyers in the organization. Canon 34 permits 
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a division of legal fees fur legal services with another lawyer if the division 
is based upon a division of service or responsibility. All lawyers within an 
organization bear a professional responsibility for the legal services of the 
organization, whether they are under any personal legal liability for all of 
such services or not. This general professional responsibility of all, though 
legal liability is limited, prevents any violation of Canon 34, when the lawyers 
in the organization are entitled to share in the fees collected without regard to 
whether they personally participated in the rendition of the legal services. 


The comments above make it clear that it is possible for lawyers to engage 
in the practice ot law under a form of organization that imposes limited lha- 
bility without violating any of the Canons of Ethics if the following safe- 
guards are observed: 


1. The lawyer or lawyers rendering the legal services to the client must be 
personally responsible to the client. 


2. Restrictions en liability as to other lawyers in the organization must be 
made apparent to the client. 


Centralized management of a group of lawyers organized to practice law 
can mean many different things. Orthodox partnership arrangements involv- 
ing lawyers may involve managing partners who have authority under the 
partnership articles tu make decisions for the partnership in regard to many 
matters. Opinions carrying the firm name may have to be approved by certain 
senior partners. 


Canon 31 provides that every lawyer on his own responsibility must decide 
what employment he will accept as counsel, what causes he will bring into 
court for plaintifis, what cases he will contest in court for defendants. If the 
form of organization under which a group of lawyers is practicing has a 
central committee that makes these decisions for all lawyers in the organiza- 
tion, this does not involve a violation of Canon 31, if the central committee 
making the decisions is and can only be made up of lawyers. Canon 31 is 
designed to prevent non-lasyer direction of lawyer work. 


Canon 33, though in terms it refers to partnerships, promulgates underly- 
ing principles that must be observed no matter in what form of organization 
lawyers practice law. Its requirement that no person should be admitted or 
held out as a practitioner or member who is not a member of the legal profes- 
sion duly authorized to practice, and amenable to professional discipline, 
makes it clear that any centralized management must be in lawyers to avoid 
a violation of this Canon. This is also bolstered by the paragraph in this 
Canon which states: 


Partnerships between lawyers and members of other professions or non- 
professional persons should not be formed or permitted where any part of 
the partnership's employment consists of the practice law. 


Canon 35 provides that services of a lawyer should not be controlled or 
exploited by any lay agency, personal or corporate, which intervenes between 
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elient ard lawyer. There is no intervention of any lay agency between lawyer 
and client when centralized management provided only by lawyers may give 
guidance or direction to the services being rendered by a lawyer-member of 
the organization to a client. The language in Canon 35 that a lawyer should 
avoid all relations which direct the performance of his duties by or in the 
interest of an intermediary refers to lay intermediaries and not lawyer inter- 
mediaries with whom he is associated in the practice of law. 


In formal Opinion 283, which considered the ethical appropriateness of a 
group of associates practicing law under a form of organization sometimes 
referred to as a Massachusetts Trust, it is stated: 


As “the present partners will convey their interest in the partnership to 
three trustees,” and the trustees shall hold title to the property and have 
power to sell or dispose of the same and to employ professional or non- 
professional assistants, a violation of Canon 335 would seem to follow. If 
the trustees are to pay for the services of others in the office, then it would 
appear that all feex must be paid to the trustee=, especially as all the part- 
ners had conveyed their interests in the partnership to the trustees. The 
result would be, in spite of the inquirer’s assertion that “the lawyer-client 
relationship will be the same,” that an intermediary—to-wit, the “trust”, 
which would seem tu have some of the attributes of a corporation—would 
intervene between at least some of the associates and clients, thereby violat- 
ing several provisions of Canon 35. 


The language quoted above from Opinion 283 does not mean that the mere 
fact that there is centralized management under a form of organization that 
creates some kind of legal entity distinct from the members of the organiza- 
tion results in an intervention between the client and his lawyer in violation 
of Canon 35. As long as the centralized management can only be in lawyers, 
the existence of centralized management will not result in a violation of the 
Canon. When the centralized management must be in lawyers, the interven- 
tion is basically no different than that which takes place in a law partnership 
where some of the partners have managing responsibilities and where a pro- 
cedure exists for clearing advice to clients with senior partners. 


Centralized management will give the managers access to a client’s confi- 
dences. Canon 37 imposes upon the lawyer the duty to preserve his client’s 
confidences. As long as the managers are and ean only be lawyers, they would 
clearly be under the same duty to preserve the confidence as the lawyer who 
elicited them and thus the protection of the client which Canon 37 is designed 
to provide is preserved. 


Canon 47 prohibits a lawyer from permitting his professional services, or 
his name, to be used in aid of, or to make possible, the unauthorized practice 
of the law by any lay agency, personal or corporate. The professional asso- 
ciation or professional corporation, though an entity distinct from its mem- 
bers, even though governed by a central committee, is not a lay agency if the 
committee does and can only consist of lawyers. Thus no violation of Canon 
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47 is involved merely because the form of organization provides for central- 
ized management by lawyers. 


The preceding discussion justifies the general conclusion that centralized 
management, by lawyers exclusively, of a professional association or profes- 
sional corporation set up to practice law does not in and of itself present 
any ethical difficulties. 


The fact that the form of organization used to practice law continues as 
an entity, uninterrupted by the death, incompetency, bankruptcy, etc., of its 
members, does not in and of itself present any ethical problems. Continuity 
of life necessarily involves transferability of interests. Thus continuity of 
life must be attained by such restrictions on transferability of interests as may 
be essential to avoid ethical objections. If continuity of life may involve 
continuity of name, it must be kept in mind that Canon 33 places certain 
restraints on the selection and use of a firm name. Furthermore, the previ- 
ously expressed views of this Committee on the use of the name of a deceased 
person in a firm name are applicable. 


The practice of law under a form of organization that permitted the trans- 
fer of a lawyer’s interest in the organization to a non-lawyer, so as to give 
him a permanent beneficial and voting interest in a going and continuing 
organization engaged in the practice of law, would not be consistent with the 
present ethical restraints imposed ou the members of the legal profession by 
the Carons of Ethics. 


Canon 33 prohibits the formation of a partnership for the practice of law 
between lawyers and non-lawyers. This prohibition would likewise apply to 
the practice of law in any other form. Permanent beneficial and voting rights 
in the organization set up to practice law, whatever its form, must be re- 
stricted to lawyers while the organization is engaged in the practice of law. 


Canon 34 prohibits any division of fees for legal services with a non-lawycr. 
If non-lawyers could acquire permanent beneficial interests in a going orga- 
nization that was practicing law, it would inevitably lead to the division of 
fees with them. 


An organization practicing law may employ many non-lawyers. The source 
of funds to pay them for their services will be fees for legal services rendered. 
The use of the fees to pay agreed salaries to non-lawyer employees, of course, 
is not a violation of Canon 34. However, if the salary of a non-lawyer em- 
ployee is to be based on a percentage of the net profits, a division of fees for 
legal services would be involved and Canon 34 would prohibit it. Thus, if a 
professional association or professional corporation is organized to practice 
law and it is approved as a corporation for federal income tax purposes, it 
would not be ethically proper for it to have a profit-sharing plan if non- 
lawyers were included as beneficiaries of the plan. 


The statement in formal Opinion 283 that “the sharing of employees, non- 
members of the Bar such as clerks and stenographers, of the fees paid into 
the trust would be a clear violation of Canon 34” does not prohibit the pay- 
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ment of regular compensation to such persons, either presently or on a 
deferred basis, out of fees collected for legal services. 


If the professional association or professional corporation organized to 
practice law permits the transfer of permanent beneficial and voting interests 
to non-lawyers, Canon 35 would be violated. It would be an organization that 
would countenance the intervention of laymen between the lawyer and the 
client. Mere membership by a lawyer in an organization that would tolerate 
this is a violation of Canon 35 even though at the moment there are no laymen 
who own any permanent beneficial and voting interests. 


Canons 31, 37 and 47 would also be violated by a lawyer who became a 
member of an organization engaged in the practice of law that permitted 
permanent beneficial and voting interests to be transferred to non-lawyers. 
The lawyer-member of such an organization would have put himself in the 
position to accept direction from non-lawyers as to what he should do for 
a client (a violation of Canon 31), the confidences he elicited from clients 
might not be preserved (a violation of Canon 37), and he would have under- 
taken to assist a lay ageney, personal or corporate, in the practice of law (a 
violation of Canon 47). 


Ts the violation of the Canons which flows from a lawyer accepting member- 
ship in an organization formed for the practice of law, that permits the trans- 
fer of permanent beneficial interests to non-lawyers, cured if the original 
members must be lawyers and the lawyer-members have the right of first 
refusal in connection with the transfer of any interest? Formal Opinion 283 
held that an organization of lawyers for the practice of law which contem- 
plated transferable shares was unethical even though other lawyer-members 
had a first option to purchase a member’s share. To avoid a violation of the 
Canons there must be a requirement that a member’s transferable interest not 
fall into the hands of a layman on a permanent beneficial and voting basis. 


When lawyers die their property interests must pass to someone. The 
enforcement of creditor’s claims against lawyers leads to the transfer of their 
property interests. Incompetency of lawyers calls for the administration of 
their holdings by a conservator or guardian. In each of these instances, and 
in others of a related kind, a non-lawyer may take over the control of the 
lawyer’s property interests. If the professional association or professional 
corporation recognizes the transferability of a lawyer-member’s interest to 
persons other than lawyers only for a limited purpose of the administration 
of the lawyer’s property holdings on death, incompetency, bankruptcy, etc., 
and requires that in a limited period of time his interest must be transferred 
to a lawyer or lawyers, no violation of the Canons of Ethics is present be- 
cause of the presence of this limited transferability, provided non-lawyers 
who acquire an interest under these limited circumstances are not entitled to 
access to the confidences of any client and have no voice in the management 
of the association or corporation and cannot participate in any distributions 
based on fees earned during such limited period of time. 
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The question initially presented in this Opinion—Can lawyers earry on the 
practice of law as a professional association or professional corporation, 
which has the characteristics of limited liability, centralized management, con- 
tinuity of life, and transferability of interests, without being in violation of 
one or more of the Canons cf Ethics is answered in the affirmative provided 
appropmiately safeguards are observed. It is the substance of the arrange- 
ment and not the form which will be controlling in determining whether the 
ethical restraints imposed on the legal profession have been violated. 


All members of the Committee (Messrs. Armstrong, Casner, Johnson, 
Joiner, McCown, Pettengill, Shepherd and Smith) concur in this Opinion. 
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INCORPORATION BY PROFESSIONALS IN CANADA* 


This appendix presents in schematic form the provisions in each 
province governing incorporation by accountants, architects, dentists, 
doctors, engineers, land surveyors, lawyers and pharmacists. For each 
profession the tables show: 


(i) whether or not members of the profession may 
incorporate; and 


(ii) if they may incorporate, whether: 


(a) the liability of the shareholders is 
limited or unlimited; 


(b) the beneficial ownership of shares in 
the corporation is restricted; and 


(c) the directors and/or officers of the 
corporation must possess professional 
qualifications. 

The information presented in the tables is based primarily on a review 
of the statutes governing each profession and the relevant provincial corpora- 
tions legislation. In numerous cases there is no explicit provision either 
permitting or prohibiting incorporation by ronhers of a particular profession. 
As a result, in some cases the question of incorporation must be answered by 
inference from the statutory provisions regarding membership and/or practice 
of the profession. 

In a number of cases, however, practice in a particular profession or 
province appears to be at variance with the natural inference that would be 
drawn from the governing statute. Therefore, letters have been sent to confirm 


the practices in each province and these tables should be treated as tentative 


until replies have been received. 





1 This appendix was prepared by James Douglas, a student at the Faculty of 
Law, University of Toronto. 


143 


BG 


Alta. 


Sask. 


Man. 


Ont. 


Availability of 
Corporate form 


--No, by inference 

S. 81801) the 
Chartered Accountants 
ACESRSS. B..CGoel960, c. 
and the by-laws of the 
provincial association 


--Yes, s. 15(3.1) 
The nCo 
19703ac. 60 as 
amended (1975) 





--No, by-laws of 
provincial association 


--No, s. 14 The 
Chartered Accountants 
Actsck. SM. 419 70); 


c. sC- 70. 


=-No, ssi. 3(3) O.B.C.A. 
Reo... 1970... Cc. 55 tand 
S. 2501) -lhe Public 
Accountancy Act R.S.O. 
TOTO fC. 57'S. 


anies Act R.S.A. 


ACCOUNTANTS 


Liability cor 
Shareholders 


--unlimited, s. 55(1) 
and (2) The Chartered 
Accountants Act R.S.A. 


1970, c. 42 as amended 


(1975) 


Restrictions on 
Beneficial Ownership 
of Shares 


--accountants only, s. 53 


(3) (f) The Chartered 
Accountants Act R.S.A. 
1970, c. 42 as amended 
(1975) 


Director/Officer 
Requirement 





--directors must be 
accountants, «S11 5ol5) 45) 
The Chartered Account-. : 


ants Act: R.S.A. 1970; 
c. 42 as amended (1975) 
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Accountants (continued) 


Restrictions on 
Availability of Viability aoL Beneficial Ownership Director/Officer 
Corporate form Shareholders of Shares Requirement 


ee 


Que. --No, by inference 
Seeléc) £.i hand 20 
The Chartered Accountants Act S.Q. 
197%S.cees 64 -- -- == 





NES. =-No, Ss. 21 The Public 
Accountants. Act R.S.N.S. 
196 ieee 245 eae zpos a 





N.B. --No 2 == se 


P Esl --No, s. 15(2) The 
Public Accounting and 
AdareinovAct R2S°P.E.L. 1974, 








Cleba=c7 -- -- -- 
Nfld. --Yes, s. 6 The Companies --unlimited, s. 23 The 

ActSReS.N. AOTOR ¢c. S54 and Chartered Accountants Act 

So inescnartered R.S<N: 21970, cs 234 -- -- 


Accountants Act R.S.N. 1970, 
C.54 
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ARCHITECTS 





wn 
+ 
re 
Restrictions on 
Availability of Liability: oF Beneficial Ownership Director/Officer 
Corporate form Shareholders of Shares Requirements 
Bat. SENOS cand. 201) 


The Architectural 


nn eae 


Profession Act R.S.B.C. 




















1960,.¢.° 10 -- -- -- 

Alta. ==Vesors2-15(1)* The --limited, s. 15(1)(a) and --architects only, s. 3 --only architects, 
Companies Act Rook. 29/05 16(c) The Companies Act (1)(c) The Architects Act s. 3(l1)(c) The Architect 
c. 60 as amended and RS As 19703. c, 60% ReS2A-s 19705 2c. 922 Act RIS. Ae 19.705 ce. 22 
s. 3(1) The Architects 
Ket Ri Ses 1970, Cc. 22 

Sask. we Ves, Se go0CL)- Ine --limited, s.°43(1) --75% voting shares must --majority of directors 
Architects Act S.S. 1968, SG B-C.A. S-S. 1977, c.. 10 the Neldipy, architects (by- must be architects 
C6 C0 laws of the S.A.A.) (by-laws of the S.A.A.) 


Man. Seno. sara, 1he 
Architects Act R.S.M. 
1970 ,. c...A—130 == a mee 





Ont. ==NOn-S. o(5) 0.B.C.A. 
RESO 1070. «Cao oeand 
s. 5(2) The Architects 
NetuRes. 0. 1970, ¢. 25 -- -- -- 
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Architects (continued) 


Que. 


N.S. 


ie en he 


Nfld. 


Availability of 
Corporate form 


--No, s. l(c), 

105514 and. 15, The 
Architects Act S.Q. 

1973 c. 59 (by inference) 


--Yes, s. 21 The 


Archatects ActsS N.S. 
19G8.ecs 5 


S= Jes, Se. 50s ThenN.B. 
Architects Act S.N.B. 
OVO. Co oe 


B-NOn sS 4-10, 15,1 9( 1) 

and (2), 41 The Architects 
Actek So. 5E, t 1974 5c." A-16 
(by inference) 





--No, s. 34 The Nfld 
Architects Act R.S.N 
19 70S eCe 25.5% 





Enability or 
Shareholders 


--limited, s. 8 


The Companies Act 
Rios Ne oy LIOT. Ce 42 


--limited, s. 49(1) 


and (2) The Companies 
ACER sO.N. Be. 975, 


ce. C-13. 


Restrictions on 
Beneficial Ownership 
of Shares 


--majority of voting 
shares must be held 

DY architects, s, 21 (b) 
The Architects Act 

S N.S 2 1968 c.- 3 


--100% all classes must 

be held by architects, 

s. 36(d) The N.B. Architects 
Acts “S.NoB. 19 70;%2ca oa? and 
51% all classes must be 

held by directors s. 36(c) 
The N.B. Architects Act 
SiN... 1970] co. 52% 











Director/Officer 
Requirements 





--majority of directors 
must be architects; one 
officer an architect and 
work supervised by 
architect, is. 2) (bp), Cc) 
and (d) The Architects 


Act S.N2S, 1965S Cs 


as amended. 


--2/3 directors 
architects s. 36(c) 

The N.B. Architects Act 
SaNcB 1970 weer: 
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BC. 


Alta. 


Sask. 


Man. 


Availability of 
Corporate form 


--No, s. 70 The 


Deri srry nce’ R.5.B:. Cc, 


1960, c. 99 as amended 





1970, c. 60 as amended 


--No, s. 47(1) The 
Dental Profession Act 
ReoenweloGo 6. 511 





=-NO, "S,. 2Ui-lj4c2)—or (3) 
The Dental Association Act 
SMe toy cd 





==NO, 'S...0 5) s0eB.C.As 
Rese 21970, .C.8 535 


DENTISTS 


Liability of 
Shareholders 


--unlimited, s. 72(1) 
and (2) The Dental 
Association Act R.S.A. 
1970, c. 90 as amended 
(1975) 





Restrictions on 
Beneficial Ownership 
of Shares 


only dentists, -s~. 7/0 
(3)(f) The Dental 
Association Act RzS.A. 
1970, c. 90 as 
amended (1975) 


Director/Officer 
Requirements 


--directorfs) must be 

dentist(s) s. 70(3) (f) 
The Dental Association 
ACtiRsS.AS 29705 ce 90 
as amended (1975) 
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Dentists (continued) 


jae) wee 


Nfld. 


Availability of 
Corporate form 


--No, s. l(c), 
29 £52, ooo nemDental 
Meteo el oy Ce 49 
(by inference) 


No, s. 26(1) The Dental 
Net OeN eos 1790 /p Cc, 15 


--No, s. 8(14) and 14 
The N.B. Dental Act S.N.B. 
1976, c. 67 (by inference) 


S=Noges. oC lyn rails 
15(1) (a) The Dental 
Professions Act R.S.P.E.I. 
1974, c. D-4 (by inference) 


--No, s. 26 The Dental 
AC, REOLN, 19708, C.- 77 
(be inference) 


Liability of 
Shareholders 


Restrictions on 
Beneficial Ownership 
of Shares 


Director/Officer 
Requirements 
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Bec. 


Alta. 


Sask. 


Man. 


Availability of 
Corporate form 


=O. Se o44/ and. /5(a) 
The Medical Act R.S.B.C. 
1960, c, 239 as amended 

(by inference) 

--Yes, s. 15(3.1) 

The Companies Act R.S.A. 
1970, c. 60 as amended 
(1975) 


--No, s. 28, 29 and 54 
The Medical Profession 
ACESR Oo Goose. ero 
as amended (by inference) 


--No, s. 18 The Medical 
Act -R.S.M. 1970,"c. M=90 


--No, Sie Bt) OL BC GoAS 
Ree selos0, eC.s OO. 


DOCTORS 


Liability of 
Shareholders 


--unlimited, s. 89(1) 
and (2) The Medical Pro- 
fession Act S.A. 1975, 


c. 26 as amended 1975 


Restrictions on 
Beneficial Ownership 
of Shares 


--doctors only, s. 87 
(1) (£) The Medical Pro- 
fession Act S.A. 1975, 


c. 26 as amended (1975) 


Director/Officer 
Requirements 





--directors must be 
doctor(s); s. 8701) (4) 
The Medical Profession 
Act: “SACO 75 ee 26 
as amended (1975) 
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™ Doctors (continued) 


Restrictions on 
Availability of Liability of Beneficial Ownership Director/Officer 
Corporate form Shareholders of Shares Requirements 


ee 


Que. NOiss Semel) ye wh le 
55, 41 The Medical Act 
eee Loy 5, Cc. 46 
(by inference) -- -- -- 





Noo. --No, s. 13(1)-(3) and 
40(1) The Medical Act 
SNe. L009 > te 5 
(by inference) —— — ae 





Nab ==NO). Ss 15 and<24(1) 
The Medical Act S.N.B. 
1958 Ceo/ 4. (bY 
inference) -- -- -- 





12 sags Os =-NO, Sse and 43 
the, Medical Act’R.S.P.E.1. 
1974, c. M-8 (by inference) -- -- -- 





Nfld. =-NO, S. 22 and 30 The 
Medical Act SiN. 21974;..¢..120 
(by inference) -- -- -- 
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ENGINEERS 


Restrictions on 
Beneficial Ownership 
of Shares 


Liability of 
Shareholders 


Availability 
Corporation form 


Director/Officer 
Requirements 


a aie rarer tee a ee Oe 


B.G. 


Alta. 


Sask. 


Man. 


Ont. 


--Yes, s.3(6) The --limited,.S.55( 1) «and 








Engineering Profession (2) The Companies Act 
| Neo basal oases 3 ball Benet WEG Oe Seb Ge Loe seca --none 
C126 


-=limited s.15.(1) (a) 


and 16(c) The Companies 
ReCHRSS A t O7OS CrO0 --none 


--Yes, s.15(1) The 


Companies Act R.S.A. 1o70 5 
er 60 sand =s2 CL) he 


Engineering and Related 
Professions Act R.S.A. 1970 
1970 cae4 








--majority must be 
engineers s.7(2) (b) 

The Engineering Profes- 
SLONMACET RIG. oO. 1965. 
c.309 as amended 


--Yes, s.7(2) The Engineering --limited, s.43(1) The 
Profession Act R.S.S. 1965, Business Corporations Act 
c.309 as amended Sue Oey eee LU 














--No, s. 15 The Engineering 
Profession Act R.S.M. 1970, 
c. E-120 -- -- 


=-Yes, Ss. 59(5) O-B2C.A. R.S.Ov--limited, s. 104 0.B.C.A. 

1Se Orcs and=s. 20(2) The R.S.0. 1970, c.. 53 -- 
Professional Engineers Act | 

RES2O7219 705. C2500 





--supervision by 
engineer, s.3(6) 

The Engineering 
Profession Act R.S.B.C 
1960: ""ey 128 
--supervision by 
engineer, s.21(1) (b) 
The Engineering and 
Related Professions 
ACTA RIS NS 9704 
om 24. 











--majority of directors 
must be engineers and 
supervision by 
engineer s.7(2) (b) and 
7(2) (c) The Engineer- 
ing Profession Act, 
ReStSS 11965 7"6.- 504 

as amended 
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Engineers (continued) 


Avarbavrility Of 
Corporate form 


Restrictions on 
Beneficial Ownership 


Libaility of 


Shareholders of Shares 


Director/Officer 
Requirements 


a 


Posen 


Nfld. 


=-Nopes.. Lid), 15 and 


27 The Engineers Act R.S.Q. 





1964 c. 262 as amended 
(by. interence) 


--Yes, s.10(2) The Engine- 
ering Profession Act 
BEGaN So ae LOOT sc. 00). 








--Yes, s. 8(3) The. 
Engineering Profession 
ACtES Nebel 9105 ee 00 





--Yes, s. 11(2) The 
Engineering Profession 
Foes et eS oe) | eal eee RST A 


—>__— 


c.. E=6 





--Yes, s.1l The Nfld. 
Engineering Profession 
ACT R.StN.7 1970, c. 258 
as amended. 





“--limited, s. 


8 e 
. Companies ACEOR. SeN¢ 5. 


Th 


196J4) C2 42. 


--limited, s. 49(1) and 
(2) The Companies Act 
Re Se bald oGe Cn Cobo 





--limited, s. 57 The 


Companies NeteReSt PEt. o/s 


ce, C=iS. 


--limited, s. 6 The 


Companies Act R.S.N. 1970, 
Cs0:504 


--none 


--none 


--none 


--none 


--supervision by 
engineers, s. 10(2) 

The Engineering Profes- 
stom Act RvS.Nos. 1967; 
€.90 





--supervision by 
engineer, s. 8(3) The 
Engineering Profession 
Act S.N.B. 1970, ¢.55 





--supervision by 
engineer, s. 11(2) The 
Engineering Profession 
ACtiR  SePebeis 19742 


Cc. E=-6 





--member of co. or 
employee must be 
engineer, s. 11 The 
Nfld. Engineerin 
Profession Act R.S.N. 
1970, c. 258 as amended 
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BG. 


Alta. 


Sask. 


Man. 


Ont. 


Availability of 
Corporate form 


--No, s. 46, s. 51 
(1) .and.(2);-The~-Land 
Surveyors Act R.S.B.C. 


1960, c. 211 (by 


inference 


--No, s. 53(1) and 54 
The Land Surveyors Act 


Reson. 1970, “es 9197 (by. 


inference) 


--NoO, S.-25, 26(1) and (2), 
47 The Land Surveyors Act 
MzS.A.51965, .c. 4504. (by 
inference) 


--No, s. 29 and 55 The 
Land Surveyors Act R.S.M. 


1970, c. 2-60 (by inference) 


Sa SS Bre Gitte 

Reon On 19705 "C. 55 ands. 26 
(2) The Surveyors Act R.S.O. 
1970S °c, 452° 


LAND SURVEYORS 


Liability, of 
Shareholders 


--limited, s. 104 


Cr. 


55 


OLE. CoA, Reo.0. 1970, 


Restrictions on 
Beneficial Ownership 
of Shares 


--majority of each 
class must be held by 
surveyors, s. 26(2) 

(c) The Surveyors Act 


Rese BLOC ao 


Director/Officer 
Requirements 





--director or officer 
surveyors must supervise 
work, s. 26(2) (b) 

The Surveyors Act R.S.Q. 
1970s C452 









2 
Cc} 
ertasAaia® 3* Tet) 
Trev y“s*o* Taso" 6]se0 sheaf pe perg pA 
~—3FRzLSq" 2 TAs ~-g~IGET@A OL escp 
a me 
a 7 4 
on! _ 
She gE ore ia 
avg (3)? 
PwLesopwee eg goto iivioy commute 
retery¢e) a4 peeers <iey pwcelay i ‘pas ceotlinger wl 


Bese are? te 





ria om Ae LOST 


154 


Land Surveyors (continued) 





Que. 


N.S. 


Ee owl. 


Nfld. 


Availability of 
Corporate form 


=—NO> S.. Llc), 37 

41, 42 The Land Surveyors 
ACES. 07219755 c." 61 

(by inference) 





==YeCS;~Se2 19€2) "The -N:S; 
Land Surveyors Act S.N.S. 
FO7T, SCePEs 





==\CS sce 4( 1) The 


Companies ACt RASZN.B. 
TO7S:, *E2 G5 E5 


--No, s. 9(1) and 16 
The Land Surveyors Act 
Reo Ee. 1974" CP LS 
(by inference) 





--No, s. 17 The Land 
Surveyors Act R.S.N. 1970, 
c. 198 (by inference) 





Liability or 
Shareholders 


=U titted. S22 (2) ine 
N.S. Land Surveyors Act 
Secor Lohans, 13 





--limited, s. 49(1) and 


(2) The Companies Act 
RapoteD @ alo /5.ecCo mca 1S 


Restrictions on 
Beneficial Ownership 
of Shares 


--majority of voting 
shares must be held by 
sunveyors9 7s; 19:(3) (a) 
The N.S. Land Surveyors 
ACT HS EN Scan OT ners 





--none 


Director/Officer 
Requirements 


eae tee SE ee ae 


--one director and one 
officer most be a 
surveyor, s.19(3) (b) 
The N.S. Land Surveyors 
ACIS IN. SRO1OE 7, te? 13 





--none 
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Availability of 
Corporate form 
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Restrictions on 
Beneficial Ownership 
of Shares 
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Requirements 
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--Yes, s. 18(1) (h) 
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Reo. Om 19/05. C, Soo 
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s. 62(a) The Pharmacy Act 
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Corporate form 
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1967, ¢. 42 
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Restrictions on 
Beneficial Ownership 
of Shares 
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INTRODUCTION 

The purpose of this paper is to examine the tax implications of 
allowing professionals to conduct their practices through a corporation 
in Ontario. The taxes considered are those imposed by the federal 
Income Tax act? and The Ontario Corporations Tax Act? and Income Tax 
Rot 2 

The analysis is in the form of a comparison of the tax impact on 
the professional carrying on business through a corporation with one 
who does not. For purposes of Parts 1 to 4 of this paper it has been 
assumed that any legislation permitting professionals to incorporate 
in Ontario would require all shareholders of a professional corpor- 
ation to be qualified professionals. In Part 5, this assumption is 
released, and the tax implications of allowing non-professional 
persons to acquire shares in a professional corporation are 


considered. 


Summary and Conclusions 

This paper is divided into five parts. Part 1 is a brief summary 
of the relevant provisions of the applicable taxing statutes. The 
general rules applicable to individuals are set out, including the 
important distinctions between income from a business and income from 
employment. The taxation of corporations is discussed next. The 
special rules applicable to Canadian-controlled private corporations 
are noted, both with respect to active business and investment income. 
This leads to an examination of the gross-up and credit rules for 
dividends paid by such eoeperben ors and the tax advantages that may be 


obtained when dividends are paid out of active business income. The 
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impact of the Ontario corporations tax and paid-up capital tax is then 
considered. 

In Part 2, the special provisions of The Income Tax Act (Canada) 
relating to deferred income arrangements are reviewed. The position 
of an unincorporated professional is compared with that of a person 
able to carry on a similar business in the corporate form. 

Part 3 looks at a number of situations in which the right to 
incorporate would lead to direct tax savings; Part 4 is concerned 
with a number of considerations that are particular to the medium and 
large-size firm. Part 5 deals withthe tax implications of non-professional 


share ownership. 


Conclusions 

(1) Based on 1977 rates and brackets, and assuming a provincial rate 
for individuals of 44% of the federal tax, there is no advantage to 
incorporation if net professional income’ erare tax is less than 
approximately $8,000. (Paragraph 3.01.) Taking into account 

personal deductions, it may be said that the approximate net income 
level above which incorporation may provide a tax advantage is about 
$8,000 of net professional income plus the total deductions available 
to the individual in computing income and taxable income. In general 
terms, it is probably fair to say that no real tax advantage is possible 
until net professional income reaches the $12,000 to $15,000 level. 
(Paragraph 3.03.) 

(2) Assuming net professional income of $50,000 and other income equal 
to all other available deductions, the maximum tax that may be saved 


by incorporating is about $4,800 a year. (Paragraph 3.04.) 
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(3) A professional allowed to operate through a corporation will 
maximize his deferred income arrangements by establishing a registered 
retirement savings plan and by causing his corporation to establish a 
deferred profit sharing plan. This will permit combined corporate- 
personal deductions of $9,000 per year for contributions to such plans. 
The maximum deductible contribution for an unincorporated professional 
is $5,500. (Paragraph 2.07.) 

(4) In some circumstances, it may be possible for a professional 
corporation to establish a registered pension plan for the benefit of 
its professional employees. (Paragraph 2.02, and paragraph 4.40.) 
However, in most cases it would appear to be more advantageous 

to establish a deferred profit sharing plan instead of a registered 
pension plan. (Paragraph 2.07.) 

(5) There is a trade-off between minimizing current taxes through 
incorporation and maximizing the amount of deductible contributions to 
deferred income plans. If the incorporated professional wishes to 
claim the maximum registered retirement savings plan deduction, the 
current saving in tax on net professional income of $50,000 is reduced 
from about $4,800 per year to about $2,200. This does, however, still 
represent a net annual advantage over the position of the unincorporated 
professional. (Paragraph 3.05.) 

(6) The incorporated professional may cause his corporation to employ 
his spouse to perform non-professional tasks. Any salary paid to the 
spouse will be deductible for tax purposes, assuming the amount paid 
is reasonable in the circumstances. This is not the case for unincor- 
porated professionals who employ their spouses in a similar capacity. 


(Paragraph 3.07.) 


164 


(7) In the case of certain kinds of investment income, (notably, 
interest, rents, and capital gains) there is a small positive advantage 
available if such income is earned in a corporation. For a shareholder 
at the top marginal rate, the saving is about 5% of the investment 
income. (Paragraph 1.14, and Table 7.) This saving is available now 
to any professional with investment income, since there is no 
prohibition against transferring such investments to a corporation. 
Allowing professionals to conduct their practices through a corporation 
is irrelevant, then, with respect to investment income of this kind. 
(8) For medium-and large-size firms, the tax advantages of incorporation 
may be limited to the more generous deferred income arrangements 

that are available. Current savings in tax are likely to be small 
because of the early elimination of the low rate available on up to 
$750,000 of active business income. (Paragraph 4.02.) In some cases, 
incorporation could lead to an increase in current taxes rather than 


a reduction of tax. (Paragraph 4.02, and Table 13.) 
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PART 1 - SUMMARY OF TAXING PROVISIONS 


Ol For tax purposes, a corporation is regarded as an entity 
separate from its shareholders. As such, the corporation is taxed 
separately on its income and the shareholders are only taxable on 
amounts distributed to them by the corporation. It is assumed here 
that the existence of the corporation will be recognized for tax 
purposes.” In the discussion that follows, the taxation of individuals 


is considered separately from that of corporations. 


The Taxation of Individuals 

1.02 Under The Income Tax Act, individuals are taxed at progressive 
rates that increase with respect to identified brackets of taxable 
income.° Taxable income within a particular bracket is taxable at 

the rate specified for that bracket even though there may be income 
falling into a different bracket that is taxable at a higher (or lower) 
rate. Thus the 1977 rate on the lowest bracket ($710 or less) is 6%, 
and does not increase if there is taxable income in excess of $710. 

In that event, only the excess is taxed at higher rates. The scope of 
the brackets is subject to an annual indexing factor designed to 
compensate for inflation.’ The following table indicates the brackets 
that apply in 1977,° and the applicable rates, taking into account the 


recent federal-provincial agreement providing for a shift of additional 


tax points to the provinces.” 


Source: Canada Tax Service, 
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p. 117-118 





TABLE 1 

1977 FEDERAL INCOME TAX RATES 

Taxable Income Tax 
$ 710 or less 6% 

In Excess of 
$ 710 $ 43 + 16% on next $ 709 
SPORE TO $ 156 + 17% on next $ 1,419 
$ 8829835 $ 397 + 18% on next $ 1,419 
$ Od, 257 $ 653 + 19% on next $ 2,838 
$27 #095 $ 1,192 + 21% on next $ 2,838 
$ 9,933 $ 1,788 + 23% on next $ 2,838 
CM12077 1 $ 2,441 + 25% on next $ 2,838 
$ 15,609 SOSRISO A*2SaPomimnextog 45257 
$ 19,866 $ 4,342 + 32% on next $14,190 
$ 34,056 $ 8,882 + 36% on next $21,285 
$ 55,341 $16,545 + 39% on next $29,799 
$ 85,140 $28,167 + 43% on remainder 
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1.03 Individuals are taxable with respect to taxable income earned 
or received during the calendar year. Taxable income may be derived 
from various sources, the traditional ones being employment, business 
and property. Several features of income from these sources are 
important in this context. Employment income is taxable in the 
calendar year during which it is received and income tax is withheld 
‘at source by the employer at the time of payment. Business income is 
computed by reference to a taxation year, which need not coincide with 
the calendar year. An individual earning income from a business is 
taxable in any calendar year with respect to the income of the business 
for the taxation year ending in that calendar year. For example, if 
individual A ated ae. on a business which has a January 3lst year end, 
in computing income for 1977, A will include only the profits of the 
business for the taxation year ending January 31, 1977. The profits 
earned in the period February 1 to December 31, 1977 will fall into the 
taxation year ending January 31, 1978, and so will not be taxable to 

A until 1978. 

1.04 Individual taxpayers carrying on a business are not subject to 
tax deductions at source. Instead, they are required to make quarterly 
installment payments on account of their income tax liability for the 
year. 

1.05 The significant differences between employment income and 
income from a business are, therefore, the fact that employment income 
is taxed on a calendar year basis and income tax is deducted at source, 
while in the case of business income, the appropriate period is the 
taxation year, not the calendar year, and tax installments are due 


quarterly. 
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L206 The conduct of a profession is regarded as a business for income 
tax pis Sous so that a person carrying on a profession earns income 
from a business. Persons may engage in a profession as an employee 

of the person carrying on the profession, in which event their income 

is from employment, not a business (for example, a lawyer employed 

as an associate by a law firm, a nurse on staff at a hospital, a 
chartered accountant working full-time for a corporation, and so on). 

If professionals are allowed to incorporate, their corporations will 

earn income from a business, while the professionals will earn income 
from employment with their professional corporation. 

1.07 In addition to the federal income tax, individuals are taxable 
by Ontario, under The Income Tax Act. Section 3 of that Act levies a 
tax at the rate of 44% of the federal tax. Since 1972, the federal 

rate schedule has, by agreement with the provinces, been set with a 
standard rate of provincial tax in mind. Thus for an individual resident 
in Ontario the computation of income tax is a two stage process: the 
federal tax is computed first, then the provincial tax is determined 


by applying the provincial rate against the amount of federal tax. 


The Taxation of Corporations 


1.08 The federal scheme for taxing corporations is complicated by 
the fact that it is designed to relieve somewhat the double taxation 
effects that flow from taxing the corporation on its income and then 
taxing the shareholders again on amounts distributed to them by the 
corporation. This is achieved by allowing the shareholder a tax credit 
with respect to taxable dividends received from taxable Canadian 


corporations. ++ Depending on the circumstances, the amount of the 
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credit may just equal the tax payable on the dividend, or may be 

greater or lesser than that amount. In general terms, however, the 
credit will be slightly greater than the tax if the dividends are paid 
out of the investment income of the corporation!” and also will be 
greater than the tax if the source of the dividend is active business 
income qualifying for the reduced rate applicable to Canadian-controlled 
private corporations. !> 

P09 The taxation of corporations depends on two factors: 

the status of the corporation (public, 4 private’? or Canadian-controlled 
private’®) and the source of its income (active fhusiness,*~? investment” 
or non-active business!”}. For purposes of this paper, it can be 

assumed that a professional corporation carrying on a profession in 
Ontario will be a Canadian-controlled private corporation and that its 
income from the profession will qualify as active business income. It 

is not unreasonable to assume that the corporation may also earn 
investment income or non-active business income from time to time. 

1.10 All corporations resident in Canada are taxable at an initial 
rate of 46%, 7° regardless of status. Unlike the tax rates applicable 

to individuals, this is a flat rate and applies on every dollar of taxable 
income. As an incentive for small businesses, Canadian-controlled 
private corporations ("CCPC's'') are entitled to a tax reduction of twenty-one 
points of the tax otherwise payable, on up to $150,000 of active business 
income ("'ABI'') in any year.-" There is a cumulative limit of $750,000 
above which the reduced rate does not apply, unless the corporation has 
paid taxable dividends out of its accumulated active business profits. 
ABI in excess of $150,000 in any one year, or in excess of the $750,000 


cumulative limit at any time, is taxed at 46%. 
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a | Investment income or non-active business income is also 
taxed at 46% but does not qualify for the small business reduction. 
Instead, the corporation becomes entitled to a refund of a percentage 
of the tax, payable at a prescribed rate when the corporation pays 
taxable dividends to its shareholders out of the investment or 
non-active business ineomei- 2 The refundable tax is approximately one- 
sixth of investment income such as interest and rentals, the taxable 
half of realized capital gains and of any non-active business income. 
It also includes the full amount of any Part IV tax payable by the 
corporation on certain taxable dividends received on portfolio 
investments in other private corporations.*> The refundable tax is 
recoverable by the corporation at the rate of $1.00 of tax for every 
$4.00 of taxable dividends paid. The following tables illustrate the 


taxes payable by a CCPC on various sources of income. 


TABLE 2 - TAX ON ACTIVE BUSINESS INCOME 


ABI In Year Basic Rate Reduced Rate Tax Refundable Tax 
150, 000° 46% 25% $7,500 Nil 
200, 000° 
150, 000 46% 25% 37,500 Nil 
50,000 46% Nil 23,000 Nil 
Notes: 


*assumes that the full $150,000 qualifies for the low rate. 
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TABLE 3 - TAX ON INVESTMENT § NON-ACTIVE BUSINESS INCOME 


Type of Income Basic Rate Reduced Rate Tax Refundable Tax 
$1,000 (interest 
or rent) 46% Nil 460 166.65 
2,000 (capital 
gain) # 46% Nil 460 166.65 
ENOG0 dividend. 25%° Nil 1,250 1,250.00 


Notes: 


*One-half the capital gain is taxable. 
Db Assumes the dividend 15 subject to the Part IV. tax. 


“Under Part IV, the rate is 25%, not 46%. 


LalZ The taxation of dividends paid by CCPC's varies depending on 
whether the shareholder is an individual or a corporation. It may be 
assumed that any legislation permitting the incorporation of professional 
practices will provide that only qualified individuals may become 
shareholders of such corporations, so that the general rules relating 

to the taxation of corporate shareholders may be ignored here. In 

the case of individual shareholders, the underlying theory of the Act 

is that, with respect to all income except ABI which does not qualify 

for the reduced rate, the combined corporate-shareholder tax should not 
exceed the tax that would have been paid if the shareholder had 

earned that income directly. Putting it another way, the Act is premised 
on the assumption that the combined tax on qualifying ABI, investment and 
non-active business income earned by a corporation and immediately 
thereafter distributed to its shareholders, ought not to be greater 

than the tax the shareholder would have paid had he earned the income 


personally, not through a corporation. 


Lie 


1535 In the case of dividends paid out of qualifying ABI, this 

is accomplished through the dividend tax credit, which prior to the 1977 
amendments was such that it reduced the shareholder's tax on the dividend 
by 25%. Thus, as long as the corporate tax did not exceed 25%, the 
dividend tax credit put the shareholder in the same position after 

paying tax on the dividend as if he had earned the income directiyie” 
These provisions were amended in 1977, as a result of which the credit 
now offsets approximately thirty-three points of corporate tax. To the extent 
that the corporate rate is in fact less than this (as it/1s' inthe case 
of qualifying ABI which is taxed at 25% in the corporation), the 
shareholder will be better off for having carried on his business in 

a corporation. Or, looking at it in another way, an individual who is 
permitted to incorporate his business will be in a position of positive 


advantage vis a vis one who is prevented by provincial law from doing 


so. This effect is illustrated by the following tables. 


TABLE 4 - OPERATION OF GROSS-UP AND CREDIT ON DIVIDENDS 


Taxpayer's combined 
federal and provincial 


marginal rate 40% 50% 60% 

LO 1978 LORE 1978 1977 1978 
Dividend $100 $100 $100 $100 $100 $100 
Gross-up* 33 50 33 50 33 50 
Taxable dividend 1335 150 135 150 155 150 
Income tax before credit 53 60 66 7S 80 90 
Dividend tax credi 36 54 36 54 36 54 
Income tax payable Ly 6 30 pal 44 36 
After-tax return 83 94 70 $ 79 56 64 


Notes: 


*Prior to the 1977 amendments, paragraph 82(1)(b) provided that in 
addition to including the amount of the dividend in income, the 
shareholder also included an additional amount equal to one-third 
of the dividend. The additional amount is referred to as the gross-up. 


Sia) CORE dd, 
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(Table 4 cont'd.) 


Orie is a simplified calculation of the credit mechanism and reflects 
the combined effect of the federal and provincial tax. Technically, 
the federal credit is 75% of the gross-up (80% in 1976) and the 
provincialscrediteaspretlected in the fact that the provincial, tax 
is computed as a percentage of the federal tax (44% in 1977; 30.5% 
in 1976.) As this table demonstrates, the actual amount of the credit 
after applying these rules is in excess of the gross-up. 


TABLE 5 - COMBINED CORPORATE-SHAREHOLDER TAX ON ABI 


Assume corporation X earns $100 of qualifying ABI. 


Basic corporate tax @ 46% $46 
Small business credit: 21% x $100 ent 

$25 25 
Available for distribution S75 


Assume X pays a dividend of $75 
to shareholder A, taxable at a 
50% rate (federal-provincial 


combined) 
dividend $75 
gross-up eRe) 
taxable amount Lede. 5 


tax before credit 56725 
dividend tax credit 40.50 


tax payable iss 15.75 
Combined corporate-shareholder tax $40.75 
Tax payable by A if $100 of ABI 
earned directly: 50% x $100. 50.00 
Tax saved by using corporation bs 25 
1.14 A somewhat different procedure applies with respect to 


distributions out of investment income and non-active business income.’ 
As noted in paragraph 1.11 and Table 3, tax is payable by the corporation 
at the basic rate on income of this type, but the corporation is 

entitled to a refund of a part of the tax so paid at the time taxable 


dividends are paid. In theory, the refundable tax is designed to 
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reduce the effective corporate rate to an amount which is completely 
offset by the dividend tax credit allowed the shareholder. In this 
way, the shareholder is put in the same position after tax as he 
would have been if he had received the income directly. The theory 
works at a basic corporate rate of 50%. However, since the basic 
rate is 46%, there is a small positive advantage available through 
holding income producing investments in a corporation. This effect is 
illustrated in the following tables. Table 6 illustrates the effect 
of earning $100 of interest where the corporate sevice taken at 50% 
and it is assumed that the shareholder is taxable at a combined 
federal-provincial rate of 60%. Table 7 is prepared on the basis of 


a 46% rate and shows a tax saving of $5.21. 


TABLE 6 
(a) Corporate tax on $100 of investment income of 100.00 
(assume a 50% rate) 50.00 
Refundable dividend tax* 
Zh 6X 02554100 16.65 
Net corporate tax Jno 
Available for dividend 66.65 


(b) Shareholder tax: 
dividend 66.65 
gross-up oR 


taxable amount 99.98 





tax (60%) 59.98 
ereait 33.33" 
tax payable 26.65 


oa vftont'd. 


is 
(Table. 6 cont'd.) 
(c) Combined corporate and shareholder tax: 
(a) corporate 3S. SS 
(b) shareholder 26.65 60.00 
(d) Tax payable by individual if income 


earned directly 60.00 
Notes: 
* subsection 129(3), as amended by Bill C-56, clause 58(3). 


OE is the theoretically correct amount. In fact, the credit 
is slightly larger because of the interrelationship of the 
federal and provincial tax. 


TABLE 7 

(a) Corporate tax on $100 of investment income of 100.00 

(assume a 46% rate) 46.00 

Refundable dividend tax 

27 Om 256 x. 100 16.65 

Net corporate tax gos oO 

Available for dividend 70.65 
(b) Shareholder tax: 

dividend A005 

gross-up 35.53 

taxable amount 195,95 

tax (60%) 63.58 

credit 38.14 

tax payable 25.44 


(c) Combined corporate and shareholder tax: 
(a) corporate 29.35 


(b) shareholder 25.44 54.79 


eon. G. 
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(Table 7 cont'd.) 
(d) Tax payable by individual if income 
earned directly 60.00 


(e) Tax saving by interposing corporation” $5.21 


Notes: 


“This is an absolute saving on the assumption that the corporation 
immediately distributes the investment income after paying the 
appropriate corporate tax. A further saving is possible if the 
corporation postpones distribution until a future date. This 
will be so in any case in which the net shareholder's tax on 
a dividend is higher than the corporate rate. 


Ontario Corporations Tax 

eS The foregoing examples do not take into account the provincial 
tax on corporate income. Under The Corporations Tax etna. corporations 
are taxable at the rate of 12% on the taxable income allocable to a 
permanent establishment in Ontario. This tax is in addition to the tax 
on income imposed by the federal Act, but there is a credit of 10% of 
taxable income (computed under the federal rules) allowed as a deduction 
from federal tax. Ontario allows a reduction in its rate from 12% to 

9% for income which qualifies for the 25% rate under the federal Act. 
The combined federal-provincial tax on qualifying active business income 
is therefore 24% (basic federal rate of 25%, less credit of 10%, plus 
provincial tax at 9%). Non-qualifying active business income, investment 
income and non-active business income is taxable at a combined rate 


of 48% (46% less credit of 10%, plus 12%). 


Ontario Paid-up Capital Tax 


1.16 Ontario also levies a tax on paid-up capital.~” Paid-up 


capital for purposes of the tax is defined to include retained earnings, 
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any capital or other surplus accounts, reserves, loans to the corporation 


by shareholders or any other corporation, and secured deneee? The 


tax is levied at the rate of 3/10 of 1% of the taxable paid-up capital. >? 
The tax on paid-up capital is not likely to be a significant factor in 


the taxation of professional corporations, except for large firms with 


substantial borrowings to finance work in progress and receivables. 
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PART 2 - THE PROFESSIONAL CORPORATION AND DEFERRED INCOME ARRANGEMENTS 


Introduction 

2.01 The federal and provincial Acts each make provision for certain 
deferred income arrangements. For the purposes of this paper, the 
significant plans are Registered Pension Plans ("RPP"), Deferred Profit 
Sharing Plans (''DPSP'') and Registered Retirement Savings Plans ('"'RRSP"). 

In each case, contributions to the plan are tax deductible within specified 
limits, the plan is not taxable on accumulating income, and the member 

or beneficiary is only taxable on amounts paid to him out of the plan, 


usually on retirement. 


Registered Pension Plans 

2202 An RPP is a pension plan which has been accepted by the Minister 
of National Revenue for vee eeeaeton 4 There are no statutory rules 
governing registration, but a number of administrative guidelines have 
been published by the Minister in Information Circular 72-13R4 

indicating the conditions that must be met before a plan will be accepted 
for registration. Two of those conditions are important here. First, 
the plan must be for employees. As such, self-employed professionals 

do not qualify and may not establish a pension plan for their own 
benefit. On the other hand, professionals employed by a professional 
corporation would qualify as employees and, subject to the second 

point, a pension plan could be established for their benefit by the 
corporation. Second, the Minister will not accept a plan for registration 
if it is primarily for the benefit of what are described in the Circular 
as Significant shareholders. These are defined to be persons (or their 


relatives) who own 10% or more of the outstanding voting shares of the 
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corporation. Thus, small professional corporations would not be able 
to establish registered plans. 

2.03 An employer is permitted to deduct amounts contributed in 
respect of both current and past service with the corporation. For 
practical purposes, the past service provisions will not apply to 
most professional corporations because of the administrative rules 
relating to eligible pension service.>> Contributions for current 
service are generally limited to a maximum of $3,500 per employee. 

If the plan so provides, the employees may also make deductible 


contributions for current service, up to an amount of $3,500 per year. 


Deferred Profit Sharing Plans 

2.04 Under a DPSP, an employer may deduct up to $3,500, less the 
amount of any current service contribution made toan RPP. There is a 
further limitation that the deductible amount cannot exceed 20% of the 
salary or wages paid in the year to the employee. (The maximum 
contribution could therefore be made only for employees earning salary 
or wages of $17,500 or more). Employees may not make deductible 
contributions to a DPSP. 

Ae LS Unlike RPP's, there are statutory conditions for registering 
a DPSP. There is no provision similar to the significant shareholder 
limitation, so that any professional corporation would be entitled to 


establish a DPSP for the benefit of its employees. 


Registered Retirement Savings Plans 


2.06 Individuals may make deductible contributions to an RRSP, not 


exceeding $5,500. There are a number of factors which limit the amount 
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deductible. It may not, in any event, exceed 20% of earned income, 

a limit which affects all employees earning less than $27,500 in the 
year. If the employee is a member ofan RPP, his deductible limit 
cannot exceed $3,500, even if he makes no contribution to the RPP. 

If the employee has contributed to an RPP, the $3,500 limit is reduced 


oe The deductible limit is not 


by the amount of such contributions. 
affected by the amount of any contribution by the employer to a DPSP 


on the employees behalf. 


Summary 

2.07 Self-employed professionals are limited to the use of an RRSP 
to accumulate funds for retirement on a tax deductible basis. The 
maximum annual contribution that may be deducted is $5,500. On the 
other hand, employees who are members of RPP may accumulate a maximum 
of $7,000 per year on a tax-deductible basis, taking both employer and 
employee contributions into account. Alternatively, the deductible 
amount could be increased, in effect, to $9,000, by combining a DPSP 
established by the employer ($3,500 limit) with an RRSP maintained by 
the employee ($5,500 limit). If professionals were permitted to 
incorporate there would, therefore, be a significant potential advantage 


with respect to the deferred income arrangements now available. 
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PART 3 - SOME EXAMPLES OF POTENTIAL TAX 
ADVANTAGES OF INCORPORATION 


3.01 Whether or not incorporation will result in a tax saving 
depends on the level of current income, the extent to which the 
professional is able to leave a percentage of current income in the 
practice and assumptions regarding deferred income arrangements. 

Looking only at current income, it can be said that incorporation is not 
advantageous in any case in which the tax payable by the professional 

is equal to or less than the combined corporate-shareholder tax 

payable by a corporation on an equivalent amount of income. In the 

case of qualifying active business income, the break-even point is about 
$8,000, ignoring personal deductions, the federal tax credit, and the 


Ontario paid-up capital tax, as illustrated by the following table. 


TABLE 8 - EFFECT OF INCORPORATION, TAXABLE INCOME 
OF $7095 (qualifying ABI) 


Tax payable by corporation: 
Federal (after. provincial, credit). 15 


Provincial 9% 





24% x 7095 = $1702 


Tax payable by individual: 


Federal $1192 
Provincial 524 $1716 
3 02 Table 8 is misleading in that it does not take into account 


the tax consequences of the corporation distributing the $5,393 
remaining after payment of corporate tax. The consequences depend on 


whether the distribution takes the form of a dividend or salary. If 
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distributed as a dividend, no additional tax will be payable by the 
shareholder because of the dividend tax credit; the combined corporate- 
shareholder tax will remain at 24% of the taxable income. If a salary 
of $5,393 is paid, $4,257 of it will bear tax of $940.30 and the 
remaining $1,136, a tax of $310.40, for a total additional tax of 
$1,250.70. In these circumstances, it would make sense to cause the 
corporation to distribute the full amount of $7,095 as salary. This 
would ''save'' the corporate tax at 24% and would put the shareholder in 
the same position he would have been in if he had earned the income 
directly. 

53103 The figures in Table 8 can be adjusted somewhat to take into 
account the personal deductions of the individual shareholder/proprietor. 
For example, if it is assumed that the individual supports a wife and 
two children under 16, personal deductions for 1977 will be $5,120. 

As a proprietor, the individual could earn income of $12,215 and still 
be taxable at about the 24% rate on taxable income of $7,095. The income 
figure will be higher if the individual qualifies for other deductions 
and if the federal tax reduction” is taken into account. Combined 
corporate-shareholder tax on $12,215 earned by the corporation with 

the after corporate tax amount distributed as a dividend will remain at 
24%, since the dividend tax credit will offset any tax otherwise payable 
by the shareholder on the dividend. Thus, based on 1977 federal brackets 
and rates, and assuming a provincial personal income tax computed at 

44% of the federal tax, it may be said that the approximate income level 
above which incorporation may provide a tax advantage is about $8,000 of 
net professional income plus the total deductions available to the 


individual in computing income>° and taxable income.>” If theveffect of 
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the federal tax reduction is taken into account we may generalize and 
say that an advantage may be obtained somewhere in the 12,000 to 

15,000 net income level. 

3.04 If costs of incorporation and the minimum provincial paid-up 
capital tax ($50) are taken into account, the level of income below 
which incorporation is advantageous is probably several thousand dollars 
higher. However, at substantial levels of net professional income, the 
amount of tax that may be saved on a current basis is appreciable. For 
example, if net professional income is $50,000 and it is assumed that 
the professional has other income equal to his personal deductions, a 
tax saving of about $4,800 is possible by incorporating, if all the after 


tax corporate income is distributed as a dividend. 


TABLE 9 - EFFECT OF INCORPORATION, TAXABLE INCOME 
. OF $50,000 (qualifying ABI) 


(i): Tax payable by corporation: 





federal 15% 
provincial 9% 
24% x 50,000 $12,000. 


Tax payable by shareholder on 
dividend of $38,000: 


dividend 38,000 

gross-up 19,000 

taxable amount $57,000 

Federal tax 17,192 

Federal credit 14,250 2,942 

Provincial tax 1, 294.50 

Total $4,236.50 4,236.50 

Combined corporate-shareholder $16,236.50 
(2) Tax payable by individual: 

Federal tax 14,621.84 

Provincial tax 6,433.60 24 7055,44 


Tax saved through incorporation $4,818.94 
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g205 Table 9 ignores the possibility that the professional may want 
to establish an RRSP and/or a DPSP. If the professional practice is 
incorporated, the corporation will have to pay some amount of salary in 
order to qualify for DPSP deductions and to enable the professional to 
contribute to an RRSP. To obtain the maximum deduction for a DPSP, 

a salary of $17,500 has to be paid; for a maximum RRSP deduction, the 
amount of $27,500. If it is assumed first that the professional 
corporation pays a salary of $27,500 and that the individual makes an 
RRSP contribution of $5,500 the immediate tax saving is reduced to 
about $2,200. This comes about because of the net increase in tax payable 
on the salary of $27,500 by the individual when compared with the tax 


otherwise payable on an equivalent amount of dividend. 


TABLE 10 - EFFECT OF INCORPORATION, TAXABLE INCOME 
OF $50,000 (qualifying ABI), RRSP 
CONTRIBUTION OF $5,500 


(1) Tax payable by corporation: 


net income 50,000 
salary (27,500) 
taxable income 22!, 500 


Federal tax 25 
Provincial tax 9 
24% x 22,500 $5,400 





Available for dividend, 
(22 ,500-5,400) $17,100 


Tax payable by shareholder on 
salary of 27,500 and dividend 


of $17,100: 

salary 2/,500 

dividend T7100 

gross-up S500 

5S. L oO 

RRSP ( 5,500) 

taxable income 47,650 

Federal tax La, foe ee 

tax credit 6,412.50 4,563.34 

Provincial tax 53,239.94 
Total 10,603.28 10,603.28 
Combined corporate-shareholder $16,003.28 


“oe contl a. 
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(Table 10 cont'd.) 


(2) Tax payable by individual: 


net income 50,000 

RRSP (_ 5,500) 

Taxable income 44,500 

Federal tax 12,641. 84 

Provincial tax 5,002.40 18,204. 24 

Tax saved through incorporation $2,200.96 
3.06 If the professional corporation establishes a DPSP and makes 


the maximum contribution of $3,500, and if the individual receives a 


salary of $27,500 and makes an RRSP contribution of $5,500, the indicated 


tax saving from incorporation becomes $3,673, although there is a 


reduction in the cash flow available after payment of corporate and 


shareholder taxes. In this case, however, the individual has the 


additional benefit of $3,500 accruing to his account in the DPSP. 


(A more accurate calculation of the tax saving here would take into 


account the net benefit derived from the tax-free investment income 


generated on $3,500 while held by the DPSP prior to distribution to 


the beneficiary.) 


TABLE 11 - EFFECT OF INCORPORATION, TAXABLE INCOME 
OF $50,000 (qualifying ABI), DPSP CONTRIBUTION 
OF $3,500, RRSP CONTRIBUTION OF $5,500 


(1) Tax payable by corporation: 


net income 50,000 
salary 27,500 

DPSP 3,500 (31,000) 
taxable income 19,000 


Federal tax 25 
Provincial tax 9 
24% x 19,000 





Available for dividend 
(19,000-4,560) $14,440 


$4,560 


~s4/ Cont'd. 


186 
(Table? ll. contd.) 


Tax payable by individual on 
salary of 27,500 and dividend 


of 14,440: 

salary 24500 

dividend 14,440 

gross-up Tgeeu 
49,160 

RRSP (5,550) 


Taxable income 43,660 
Federal tax $12;,.339.44 


tax credit 5,415 6,924.44 
Provincial tax 520406. 3 
Total $9,971.19 OF 971. 19 
Combined corporate-shareholder $14, 531219 


(2) Tax payable by individual: 


net income 50,000 
RRSP 65,500) 
taxable income 44,500 


Federal tax 12264 oO 
Provincial wax 7. 562740 18,204.24 


Tax saved through incorporation” 5,6:/5-05 
Notes: 


“The saving of $3,673.05 may be somewhat misleading in that 
the self-employed individual was unable to make a DPSP 
contribution and therefore has a larger immediate cash flow 
after tax than the incorporated professional. 


Spouse as Employee of Professional Corporation 


4207 It may be assumed that any Ontario legislation permitting 
the establishment of professional corporations will prohibit persons 
not qualified as a professional from becoming shareholders in the 
corporation.>° This should not prevent the corporation from hiring 
the spouse of the professional in an appropriate case. As the matter 


now stands, an individual may not deduct as an expense for tax purposes 
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a salary paid to his spouses?” This limitation does not extend to a 
salary paid by a corporation controlled by the professional as long 

as the amount paid is reasonable in the circumstances. Accordingly, 
where a spouse is able to provide non-professional services to the 
corporation, there will be further tax advantages available from 
incorporation. The following table takes the figures developed in 
Table 10, and assumes that the wife of the professional is employed by 
the corporation at a salary of $7,000 per annum. This results in a 


reduction in the combined corporate-shareholder tax of about $1,050. 


TABLE 12 - EFFECT OF INCORPORATION, TAXABLE INCOME OF 
$50,000 (qualifying ABI), DPSP CONTRIBUTION OF 
$3,500, SALARY TO SPOUSE OF $7,000, RRSP CONTRIBUTION 
OF $5,500 


(1) Tax payable by corporation: 





net income 50,000 
salaries: 27,500 

7,900 
DPSP 3,500 37,500 
taxable income 12,500 
Federal tax 25% 
Provincial tax 9% 

24% x 12,500 $3,000 
Available for dividend 
(12,500-3, 000) $9,500 


Tax payable by professional and spouse: 


(a) Professional 


salary 20 200 

dividend 9,500 

gross-up 4,750 

41,750 

RRSP (5,500) 
taxable 


income $36,250 
Federal tax 9,671.84 


tax credit by 502.50 6,109.34 
Provincial tax 2,688.10 
Total 8,797.44 $3,797.44 


nef CONE a. 
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(Table 12 cont'd.) 


(b) Spouse 
salary $7,000 
Federal tax SPeivy74: 
Provincial tax S16.55 
Total ?;5690.55 


Combined corporate-shareholder tax 
Similar amount, Table 3-4 


Saving~ 


Note: 


LOU C2o5 


133487299 


NK ee es 


$1,043.20 


“The tax saving is in fact considerably larger if the spouse's 
personal deductions, standard $100 medical-charitable deduction, 
$210 employment expense deduction and basic federal tax reduction 
are taken into account. Also, the employed spouse would qualify 


for Canada Pension Plan contributions. 
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PART 4 - SPECIAL CONSIDERATIONS AFFECTING 
PROFESSIONAL PARTNERSHIPS — 


4.01 The incorporation of a professional partnership raises 
considerations beyond those discussed in Parts 1, 2 and 3. They are the 
early elimination of the low rate for larger corporations, the problem 
of associated corporations where each professional in the partnership 
forms his own professional corporation and the possible Lene 


registered pension plans in appropriate cases. 


Early Elimination of the Low Rate 

4.02 On a current basis, the principal tax benefit from incorporation 
is the availability of the reduced rate of corporate tax on qualifying 
active business income ("'ABI"). The combined federal-provincial rate 

is 24% and applies on up to 150,000 of ABI per year, up to a maximum 

of $750,000. In a simplified way, the over-all maximum is determined 

as the difference between $750,000 and the aggregate of the corporation's 
ABI. This running total is referred to as the cumulative deduction 
account ("cpa . 79 Once the CDA reaches zero, the corporation ceases 

to qualify for the reduced rate and becomes taxable at a combined 
federal-provincial rate of 48%. Similarly, any ABI in the year in 

excess of $150,000 is taxable at the high rate. There is a tax 
disadvantage to earning ABI in a corporation if it is taxed at the high 
rate. In that case, the dividend tax credit does not offset all of the 
tax paid at the corporate level, with the result that the shareholder 
suffers a measure of double taxation as a consequence. This effect is 
illustrated by Table 13, which shows that additional tax of about 

$20,000 is payable on ABI of $250,000 when it is earned in a corporation 
rather than directly. (The amount of extra tax will vary with the number 


of shareholders and the extent to which percentage ownership varies.) 
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TABLE 13 - NON-INTEGRATION WHERE CORPORATE RATE ON ABI EXCEEDS 25% 
Assume A,B,C and D are equal shareholders in professional corporation 
ABCD Ltd., which earns net professional income of $250,000, all of 
which is distributed to A,B,C and D by way of dividend after payment 
of "corporate stax! 


(1) Tax payable by corporation: 
net income 250,000 


combined federal- 
provincial tax, 48% 120,000 120,000 


Available for dividend 130,000 


Tax payable by A,B,C and D: 


(Assume each has other income 
equal to all available deductions) 


dividend 32,500 
gross-up Hos ZU 
taxable income 48,750 
Federal tax 14,171.84 
tax credit PZ roy ot 1,984. 34 
Provincial tax 873.10 

2,857.44 

x 4 11,429 

Combined corporate-shareholder tax $131,429 


(2) Tax payable if 250,000 earned 
directly in’ equal shares: by A,B,C and D. 


taxable income 62,500 
Federal tax To 547 
Provincial tax 8,508 
Lal woAD 

x 4 P11; 380 


Tax lost through incorporation $20,049 
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4.03 In theory, it may be possible to avoid the above result if 

each member of the professional corporation forms his own professional 
corporation and those corporations in turn form a partnership to carry 
on the professional practice. In that event, depending on the number 

of corporations involved and the respective shares of each in the 
partnership profits, it may be possible for each professional corporation 
to avoid earning more than $150,000 of ABI in any one year. Further, 

as each separate corporation's CDA approaches zero, it may be possible 
to preserve the corporation's right to claim the benefit of the low 

rate by causing the professional corporation to declare dividends in 
favour of its shareholder. There is some question, however, whether the 
individual corporations would be regarded as associated corporations for 
tax purposes. If they were, the benefit of the low rate on the first 
$150,000 of ABI would have to be divided among the associated group. 

It is not clear what position the Minister of National Revenue is likely 
to take on this point, nor is it possible to say with certainty how 
the courts would decide an appeal from a direction by the Minister that 
such companies be regarded as associated. Until the point is resolved, 
the right to incorporate will be of questionable appeal for existing 
partnerships of more than two or three members, at least as far as 
current tax effects are concerned. 

4.04 A possible trade-off for some larger firms may be the 
opportunity to establish a registered pension plan to provide for 

the retirement of professional employees. Under the present rules, 
professionals are limited to annual deductions of $5,500 for RRSP 
contributions. If a professional corporation were formed and a 


registered pension plan established, combined employer-employee 
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contributions of $7,000 could be made on account of current service 
each year. It is difficult to generalize about whether this would be 
a sufficient benefit to offset the net increase in taxes payable 


because of the intervention of the professional corporation. 
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PART 5 - TAX IMPLICATIONS OF ALLOWING NON-PROFESSIONAL 
PERSONS TO ACQUIRE SHARES IN A PROFESSIONAL 
CORPORATION i 
Introduction 
5.01 In Parts 1 to 4 of this paper, it was assumed that only 
professionals would be permitted to acquire shares in their professional 
corporations and the tax implications were considered on that basis. 
If it is assumed that non-professionals may become shareholders, 
additional tax savings may be possible. In this Part, it is assumed 
that any non-professionals who do become shareholders will be members of 
the professional's family. While there may be other circumstances in 
which non-professionals will become shareholders (an obvious example 
is the case of non-professional employees who are allowed to purchase 
shares), the tax implications of their doing so are essentially the 
same as those discussed in connection with the professional's right to 
incorporate. 
52102 If members of the professional's family are allowed to become 
shareholders in his professional corporation, there is the possibility 
for tax savings of two kinds. First, taxes payable on dividends paid 
by the corporation can be reduced without any loss in the combined 
economic power of the family unit. The magnitude of the saving is 
wholly dependent on the amount of income available for payment by way 
of dividend and the number of shareholders involved. Second, on the 
assumption that the non-professional shareholders acquire participating 
shares, taxes and succession duties payable on the death of the professional 


may be reduced. 
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Reduction of Taxes on Current Distributions of Income 

5a 03 As pointed out in Part user individuals are taxed at progressive 
rates. Because of this, the same amount of taxable income will bear 

a larger amount of tax if received by one individual than if received 
separately by two or more individuals. In the case of a family unit 
consisting of, say, a husband, wife and minor children, current income 
taxes can be reduced if professional income earned by one of the spouses 
is split between the other members of the family. 

5.04 There are several provisions in The Income Tax Act designed 

to limit a taxpayer's ability to avoid the progressive nature of the 
rate schedule by diverting income to members of his family. The 

basic provision states, in effect, that income derived from property 
transferred by the taxpayer to his spouse or to a person under the age of 
eighteen years, is attributable to the taxpayer notwithstanding the 
transfer.” A somewhat related section provides that where a payment 

or transfer of property has been made pursuant to the direction of a 
taxpayer to some other person as a benefit that the taxpayer desired 

to have conferred on the other person, the amount of the payment or 
transfer is to be included in computing the taxpayer's income to the 
extent that it would have been if the payment or transfer had been 

made to him. ** 

Da Thus, ityis: not, possiblento split"incone by thersimpre 

expedient of transferring income producing property or assigning 

the right to receive income to members of the family. However, 

if the business being carried on by the professional may be incorporated, 
it is possible to achieve income splitting through the corporation. 


If members of the family acquire participating shares in the corporation 
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in circumstances such that the attribution rules do not apply,’ 
dividends paid to them on those shares will be taxable in their 

hands. “® 

5.06 The potential tax saving can be substantial. In the 

following Table 14, the facts in Table we’ are assumed; that is, 

net professional income of $50,000 earned by a corporation, a salary 
of $27,500 paid to the professional and a registered retirement savings 
plan contribution of $5,500 made by the professional in the year. In 
Table 10, it was also assumed that the balance of after tax income in 
the corporation ($17,100) was distributed to the professional by way 
of dividend. In Table 14, it is assumed that the shares of the 
professional corporation are owned 51% by the professional and 49% 

by his spouse. Accordingly, of the dividend of $17,100, $8,721 is 
paid to the professional and $8,379 is paid to the spouse. As the 
Table indicates, the total taxes payable by the professional and his 
spouse are $1,991 less than the taxes payable by the professional on the 


assumptions made in Table 10. This is an effective tax saving of about 


18.7%. 
TABLE 14 - NET PROFESSIONAL INCOME OF $50,000 EARNED BY 
A CORPORATION OWNED 51% BY THE PROFESSIONAL 
49% BY HIS SPOUSE 
Assumptions: 


- corporation taxable at combined federal-Ontario rate of 24% 
salary of $27,500 to the professional 
- dividend of $17,100: 
- $ 8,721 to professional 
- $ 8,379 to spouse 
RRSP contribution of $5,500 by professional 


(1) Tax payable by professional: 


salary $27,500 

dividend 8, 721 

gross-up 4,360 

40,581 

RRSP (5,500) 
taxable 

income 35,081 


on? CON a. 
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(Table 14 cont'd.) 


Federal tax: 


-basic tax $9,251 
-dividend tax credit (37270) 
5,981 
Provincial tax 2°65 $8,612 
(2) Tax payable by spouse: 
dividend $8,379 
gross-up - 4,189 
taxable 
income TZ e500 


Federal tax: 


-basic tax 23094 
-dividend tax credit (3,141) 
0 
Provincial tax 0 0 


(3) Total tax payable by professional 


and spouse S, 012 
Tax payable where professional owns 
100% of stock (Table 10) 10,603 
Tax saved $ 1,991 
SOT The foregoing example is somewhat misleading because it does 


not take into account personal and other deductions that may be 
available to the professional and his spouse in computing cone 
However, it is sufficiently accurate to make the point that a significant 
tax saving is possible where members of the professional's family are 
permitted to become shareholders of the professional corporation and 
there are funds available for distribution by way of dividend. The 
amount of tax saved in any particular case will depend on the amount of 
the dividend, the nature of the ownership of the shares and the 
conditions attaching to the shares on which dividends are paid. If 

the professional and his spouse have children, it is possible to obtain 
a further splitting of income by arranging to have some of the 


participating shares held in a trust for the children. If the terms 
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of the trust are properly drawn, the trustees will be permitted to - 
treat the dividends received on the shares held by them as income 
taxable at the rates applicable to the beneficiaries, even though the 
dividends are not in fact distributed.” Accordingly, where the 
income of the professional corporation available for distribution is 
such that the dividends paid to the spouse would be taxable,” it 

will be advantageous (in a tax sense) to further split income by 
arranging to have some of the participating shares held by a trust for 


minor children. 


Taxes and Succession Duties on Death 

5.08 Allowing members of the professional's family to become 
shareholders of the professional corporation may permit a reduction of 
taxes and succession duties payable on the death of the professional. 
Under The Income Tax Act, the professional will be treated as if he had 
sold all of his capital assets on death for purposes of determining the 
amount of any capital gains and losses in the taxation year ending in 
death. >? If the professional owns all of the shares of a professional 
corporation, this deemed disposition rule may give rise to a capital 
gains liability in the year of death. To the extent that equity shares 
of the professional corporation are owned by members of the family, the 
value of the shares held by the professional will be reduced. To 

that extent, allowing the family members to become shareholders will 
result in a saving of tax. A simple illustration of this is set out in 


Table 15. 
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TABLE 15 - USE OF PROFESSIONAL CORPORATION TO 
REDUCE DEEMED CAPITAL GAINS ON DEATH 


Assumptions: 


-equity shares owned by the professional and his 

spouse in the ratio 51:49; 

-increase in value during the period from 

incorporation to date of death, $150,000; 
-professional taxable at 60% rate (combined 
federal/provincial) in year of death; 
-professional's shares disposed of by will in 
circumstances such that subsection 70(6) does not apply. 


Calculation of tax payable on deemed capital gain year of death: 


-total gain $150,000 
-portion attributable to 

professional's shares (51%) 76,500 
-taxable capital gain (1/2) 38,250 
-tax (60%) 2270 ou 
-tax payable if 100% of the 

shares owned by professional $ 45,000 
-tax saved S22 2050 


As noted in the assumptions in Table 15, the tax saving in this case 
only arises if the shares owned by the professional do not pass 
outright to his wife or to a trust that qualifies under subsection 70(6) 
for deferral of deemed capital gains on death. Under that subsection, 
no tax is payable on a deemed disposition at death if the property 

in question is left to the spouse or to a trust that meets certain 
conditions. 

53:09 Similar observations may be made with respect to the 
application of The Ontario Succession Duty Agtaoe Under that statute, 
property passing on death is liable to duty where the aggregate 

taxable value of the estate exceeds $300,000.>° If the property of the 


deceased passes to his spouse, no duty is payable in any event. 


However, to the extent that property passes to other beneficiaries, duty 
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will be payable and in these circumstances the taxable value of the 

estate will be reduced to the extent that equity shares are owned by 
persons other than the professional. 

5.10 Because both The Income Tax Act and The Succession Duty Act 
permit transfers between spouses on death without liability for income 

tax or succession duty, professionals are not as prejudiced with 

respect to planning for taxes on death as they are with respect to 
planning for taxes on current income, when compared with the position 

of non-professionals who are allowed to incorporate. However, for 
professionals who are not married, or who for whatever reason do not 

wish to leave their assets to their spouses, the rule against incorporation 
may result in higher taxes becoming payable on death than otherwise 

would be the case if incorporation were permitted. While it is difficult 
to estimate the extent to which the unincorporated professional is in 

fact worse off because of this disability, it can be said that the present 
rules are discriminatory (at least in theory) and ought to be changed 


unless there is some other reason for their continued existence. 


Ie 
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FOOTNOTES 


S.C. 1970-71-72, c. 63, as amended to March 1, 1977. Significant 
amendments were proposed by the Minister of Finance in his budget 
speech of March 31, 1977. Bill C-56 was read for the first time 

on June 15, 1977, but died on the Order Paper when Parliament was 
prorogued on October 17, 1977. It is understood that the government 
intends to proceed with most of the provisions of former Bill C-56 
in the current session (see ''Economic and Fiscal Statement" made 

by the Hon. Jean Chretien, Minister of Finance, Oct. 20, 1977, 

p. 10) and many of the tables in this paper have been prepared on 
that assumption. 


Oca ie Ce) Lose aS all: 
Reo. Ue to.) Ca cle AS ol. 


"Net professional income'', when referred to in this paper, means 
professional income less the deductions therefrom permitted in 
computing income from a business under the Income Tax Act. Non- 
source related deductions from income, such as those permitted 
under subdivision (e) of Part 1 of the federal Act, are excluded 
in determining 'net professional income" as I have used the 

term in this paper. 


The issue here is whether the corporation will be regarded as 

a sham for tax purposes. If it is, the income will be treated 

as having been earned directly by the shareholders. Whether or 

not the interposition of the corporation will be regarded as 

a sham will depend on the facts of each case. Assuming the 
corporation is properly incorporated and in fact is the entity 
which conducts the practice, the better view is that the 
interposition of the corporation will be accepted for tax purposes. 
See D.I. Matheson, "Service Corporations", (July-August 1976), 

XXIV Can. Tax J., 329; H.S. Graschuk, "The Professional Corporation 
in Alberta’. (March-April 1977) 5. XV. Can.e lam Ji S109 SG Nae. 
"The Business Purpose Test and Sham Transactions", Report of the 
Proceedings of the 28th Tax Conference, Canadian Tax Foundation, 602. 
In a number of reported cases, the issue has been considered in 

the context of whether there was a business purpose for the 
incorporation, apart from an anticipated tax saving. 

In MNR v. A.T. Leon et al, [1976] CTC 532 (FCA), Mr. Justice Heald 
said, in holding that the purported use of a management company 

was a sham, that "If the agreement or transaction in question lacks 
a bona fide business purpose, it is a sham". This broad statement 
was qualified somewhat in Massey-Ferguson Ltd. v. The Queen, 

[1977] CTC 6 (FCA), where Mr. Justice Urie said "I am not at all 
sure that I would have agreed with the broad principles relating 

to the finding of sham as enunciated in that case, and I think 

that the principle so stated should perhaps be confined to the 
facts of that case". 


i. 


14. 
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For a further discussion of these decisions see notes by 
T.E. McDonnell in "Current Cases'', (September-October 1976), 
XXIV Can. Tax J., 468, and (March-April 1977), XXV Can. Tax J., 119, 
respectively. 

In other cases, the purported use of a corporation has 
been successfully attacked on the basis that subsection 56(4) 
of the federal Act applied. That subsection provides, in effect, 
that where a taxpayer assigns his right to receive income to another 
person with whom he does not deal at arm's length, the taxpayer 
will be taxable on the amount so assigned: See Kindree v. MNR, 
[1964] CTC 386 (Ex. Ct.), where the taxpayer, a medical doctor, 
was taxed on income purportedly earned by a corporation set up 
to carry on the practice of medicine. It was held that the 
practice of medicine could only be carried on by a natural person 
(by reason of s.71 of The Medical Act of British Columbia, RSBC 
1960, c. 239.) and that subsection 56(4) applied to bring the 
amounts into income in the doctor's hands. The decision has been 
criticized; see S. Silver, "Use of Corporations by Executives 
and Professionals", Corporate Management Tax Conference, 1973, 
Canadian Tax Foundation, 83 at 87. The opposite result was reached 
im saztorve Ne, [1968] CTC..579,,(Ex..Ct.), in, which, a, football 
coach formed a corporation to provide coaching services. The 
Court referred to the fact that, unlike the situation in Kindree, 
there was no legal reason why the business of coaching could not 
be carried on through a corporation. 

The current view of the Department of National Revenue 
is set out in Interpretation Bulletin IT-189, "Corporations Used 
by Practising Members of Professions". 


SectronvPLi74 

Subsection 117.1(1). 

In his Economic and Fiscal Statement of October 20, 1977, the Hon. 
Jean Chretien, Minister of Finance, announced that the brackets 
would be adjusted by a factor of 7.2% for the 1978 tax year - 

p- 44. The tables that follow in this paper have been prepared 
on the basis of the 1977 brackets. 


The Federal-Provincial Fiscal Arrangements and Established Programs 


Financing Act, 1977 (Bill C-37, Royal Assent given March 31, 1977.) 


Section 248 of the federal Act, the definition of "business". 
Sectionei21. 

More accurately, the credit will exceed the tax in the case of 
"investment income'' within the meaning of subsection 129(4) of 
the federal Act. 


This point is developed at greater length below. 


Paragraph 89(1)(g). 
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Paragraph 89(1) (f). 
Paragraph 125(5) (a). 


"Active business income'' is not defined in the Act, but is used 
in section 125 of the Act to describe the type of income which 
qualifies for the reduced rate of corporate tax. The meaning 

of the phrase was considered by the Federal Court of Appeal in 
The Queen v. Rockmore Investments Ltd., [1976] CTC 291. There is 
little doubt that the income earned from the conduct of a 
professional business would qualify as active business income. 


Subsection 129(4). 

Subparagraph 129(4) (a) (iii). 

Section 123. 

Section 125. 

This comes about by reason of paragraph 125(1)(d) which provides, 
in effect, that the amount of income qualifying for the reduced 
rate cannot exceed $750,000 less the amount in the corporation's 
"cumulative deduction account". This latter account is, roughly 
speaking, equal to the taxable incomes of the corporation for 
each year since 1971, less 4/3 of all taxable dividends paid in 
those years: paragraph 126(5)(b). To the extent that the 
corporation pays taxable dividends it reduces its cumulative 
deduction account and extends its right to claim the reduced rate. 
Subsection 129(1), as amended by paragraph 58 of Bill C-56 (1977). 
Subsection 129(3), as amended. 

Ibid, 

As developed more fully below in paragraph 1.14, the taxpayer is 
in fact slightly better off in the case of investment income for 
having earned it through a corporation. 


These terms are defined in subsection 129(4). 


SsOr1 9725... baageas all. 


The Corporations Tax Act, s. 123. 
Subsection 126(1). 


Subsection 131(1). 


Section 248 of the federal Act, "Registered Pension Fund or Plan". 
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Only past service with the corporation is eligible. If professionals 
are allowed to incorporate, past service with a partnership prior 
to incorporation would not qualify. 


Subsection 146(5). 
Subsection 120(3.1), as am. 


Of particular importance are the deductions permitted by S.60, 
which are not specifically related to income from a particular 
source. 


The significant deductions here are those allowed by sections 109 
and 110, the personal status, charitable gift and medical expense 
deductions. 


As noted in the Introduction, this limitation exists in the 
legislation in force in Alberta and most of the United States. 


Subsection 74(3). 
Paragraph 125(6) (b). 


Under subsection 247(2) the Minister may direct that two or more 
corporations are to be regarded as associated in the year if he 
is satisfied that: 
(a) the separate existence of the corporations in the year is not 
solely for the purpose of carrying out the business of those 
corporations in the most effective manner, and 
(b) one of the main reasons for such separate existence in the year 
is to reduce the amount of taxes that would otherwise be payable 
under the Income Tax Act. 

It is understood that Revenue Canada has refused to give a 
ruling that subsection 247(2) would not be applied to associate 
a group of professional corporations that form a partnership to 
carry on the practice of a profession in Alberta: Graschuk, 


Op.) cit. ,.footnoete 5. 9'There thave™“been* no ‘reported ‘cases’ ‘as ‘yet, 


although there are a good number of reported decisions in which 
subsection 247(2) was relied upon by the Minister in other fact 
Situations. See, generally, Canada Tax Service, (Richard De Boo Ltd., 
Toronto), Vol. 4, pp. 247-201 to 302. 


At para 1.02 and ff. 


Subsections 74(1) and 75(1) respectively. These subsections are 
referred to hereafter as the attribution rules. 


Subsection 56(2). 


45. 


46. 


47. 


48. 
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The essential point here is that the shares be acquired by the 
family members with their own funds by way of subscription for 
treasury shares. If the shares are transferred to them by the 
professional, or if he gives them the money to purchase the 
shares, the attribution rules will apply. On the other hand, 

the professional may make a loan to the family members to enable 
them to purchase the shares without concern for the attribution 
rules as long as the loan is bona fide and not a disguised gift. 
See Hansen, "The Definition of 'Transfer' in Sections 74 and 75 - 
Judicial Nonsense", (November-December 1976), XXIV Can. Tax J. 612. 








There is an assumption here that the family members will be 
regarded as "legitimate" shareholders for tax purposes. In 
Titeley vs. MNR, [1977] CTC 2045 (TRB), the wife of the taxpayer 
acquired all of the non-voting shares of a corporation formed to 
acquire the assets of her husband's business. The shares were 
non-voting but entitled to receive dividends; she paid 20¢ 

for them. Her husband acquired a second class of shares which 
had voting rights but no right to dividends. The taxpayer 
exercised his voting power to declare substantial dividends on 
the shares held by his wife. It was held that the dividends 

So paid were taxable to him under subsection 56(2). The facts 
in this case were extreme in that the wife's investment was 
nominal, she made no other contribution to the well-being of 

the company and the taxpayer was precluded from ever receiving 
dividends because of the conditions attaching to his shares. 
Where the circumstances are such that the spouse in fact makes 
an appreciable contribution of capital, or becomes involved in 
the affairs of the company, and the taxpayer retains the right to 
a reasonable dividend on his share, it may be that the Titeley 
principle does not apply, although it is as yet too soon to say 
to what extent the spouse must be "involved" in the corporation 
to avoid the application of subsection 56(2). 


py Lode 


No attempt has been made here to assess the tax benefit which the 
corporation may obtain if taxable dividends are paid. In fact, 
there will be circumstances in which the payment of dividends 
will be desirable, looking just at the corporate tax consequences. 
Under section 125 of The Income Tax Act the federal rate is 
reduced to 15% (after taking into account the provincial 
abatement of 10%) provided the corporation's total business 
limit, less the amount of its cumulative deduction account, 

does not exceed $750,000. Since the cumulative deduction account 
is reduced by 4/3 of each $1.00 of taxable dividends paid 
(subparagraph 125(5)(b)(iii) ) payment of taxable dividends will 
permit the corporation to prolong its entitlement to the 

reduced rate of tax on its active business income. 


49. 
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If the trust was settled by the professional, his children will 

be preferred beneficiaries and the election provided for in 
subsection 104(13) can be made. Under that subsection, the 
accumulating income of the trust (in this case, dividends received 
but not distributed by the trust) may be treated as dividends 

paid to the beneficiaries and taxable at their marginal rates. 


Depending on whether or not the spouse has income from other 
sources, she may be able to receive upwards of $30,000 in 
dividends before any federal or provincial tax is payable. 
Subsection 70(1). A special rule applies in the event that the 
property passes to the wife or to a qualifying trust for her 
benefit: subsection 70(6). 

R.S.0. 1970, c. 499, as amended. 
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Introduction 

The purpose of this appendix is to briefly re- 
evaluate the discussion and conclusions regarding the tax im- 
plications of allowing professionals to conduct their practices 
through a corporation in Ontario in light of the fundamental 
changes in the income tax system as it relates to the taxation 
of an incorporated professional practice announced on November 


L670 Oar Sy 


J. R. S. Prichard concludes in his working paper 
for the Committee that the tax aspects of incorporation represent 
a fundamental criterion likely to influence the decision of pro- 
fessionals in Ontario if such incorporation is permitted. 2/ He 
observes: 

"The striking feature of the non-tax advantages and dis- 
advantages of professional incorporation is how relatively 
inconsequential they appear to be.... 

"Unfortunately, this analysis is incomplete; it assumes 
that only non-tax considerations will influence the in- 
dividual firm's decision of whether or not to incorporate. 
Clearly, in an environment of significant differential tax 
treatment of partnerships and corporations, the non-tax 
considerations will be supplemented, and indeed often domi- 


nated, by the tax considerations." 3/ 


The income tax considerations of professional incor- 
poration have previously received the attention of tax policy-makers. 


Within Revenue Canada, Taxation the official attitude towards such 


corporations and other incorporated service activities is public 
knowledge. 4/ Prichard felt that the Committee probably should 
nevertheless consider the tax implications of professional incor- 
poration. He observed: 
"While this view of specialized responsibilities cer- 
tainly eases the task of a particular policy-making 
institution, it may ignore at least two important 
factors. Firstly, in its extreme form, it assumes a 
probably unrealistic degree of refinement in institutional 
interaction. That is, the view assumes that each instit- 
ution will respond expeditiously to environmental changes 
caused by other policy-making institutions so as to ensure 
that its mandate is fulfilled on a continuous basis. Given 
technocratic and bureaucratic imperfections, it may at 
times be incumbent upon specialized institutions to con- 
Sider the probable actions (or lack thereof) of other 
institutions in formulating their policy recommendations." 5/ 
In this case, the institutional forces of tax reform appear to have 


reacted more swiftly than anticipated. 


The November 16, 1978 Budget Proposals 

The thrust of the budget proposals which are rele- 
vant to the incorporation of professionals in Ontario, as altered 
by subsequent material, is that with respect to taxation years com- 
mencing after 1979 (after 1978 for new corporations) the special 
low rate of tax, often referred to as the "small business deduction", 
will cease to be available in certain cases. The workings of this 


incentive are elaborated by McDonnell. 6/ Among the proposals is 


one to the effect that active business income (ABI, in McDonnell's 
working paper) should no longer include the profits of certain in- 


corporated professionals. 


At the time of writing, implementing legislation 
has not yet been enacted. This analysis is, therefore, based upon 
the documents tabled by the Minister of Finance on November 16, 

1978 plus an "amplification" issued that evening by his Department, 
and upon a more detailed Notice of Motion, press release and draft 
regulations tabled on December 19, 1978. Annexes 1 through 6 Menaae 
duce, respectively, the relevant paragraph of the Notice of Ways and 
Means Motion to Amend the Income Tax Act (1), portions of the Supple- 
mentary Information (2), an extract from the Budget Speech (3), the 
Departmental amplification entitled "The Small Business Deduction" 
(4), extracts from the December 19 Notice of Motion (5) and the 
December 19 press release and draft regulations (6). In the absence 
of any definitive text, we shall assume that the proposal will be so 
framed as to be effective in entirely, eliminating the tax benefit 
associated with the incentive for small businesses in the prescribed 


cases. 7/ 


With respect to provincial taxation, it should be 
observed that under the existing provisions of The Corporations Tax 
Act, 1972 of Ontario, the federal proposals once enacted will auto- 


matically apply to deny the provincial incentive as well. 8/ 


Proposed income tax treatment of incorporated vrofessions 
The impact of the budgetary proposals is to remove 


the preferential low rate of tax from active business income earned 


by certain professional corporations. The effect would be to 
subject such income to the ordinary corporate tax rate of 49% in 
lieu of the 25% rate applicable to qualifying active business 
income. 9/ Since the higher rate of tax will apply to each pro- 
fessional corporation, the potential mitigating effects of a part- 


nership of corporations discussed by McDonnell would no longer be 


relevant. 10/ 


A most important change was made upon publication 
of the draft regulations on December 19. The original Department of 
Finance release (Annex 4) stated that there would be excluded from 
the small business deduction: 

"A business carried on by a corporation if all its 
shareholders do not have limited liability with 
respect to ali the business activities of the cor- 
poration. This would exclude professional corpor- 
ations formed by doctors, lawyers, dentists and. 
accountants." 
The draft regulations (Annex 6) are rather differently framed. They 
would exclude: 
"(b) "non-qualifying business" carried on by a 
corporation in a taxation year means 
(i) the professional practice of an accountant, 
dentist, lawyer or medical doctor that is not 
permitted under the law of one or more provinces 
to be carried on by a corporation," 
As none of the other categories of "non-qualifying puseee’ are 


likely to apply in this context, it would appear that this proposal, 


if enacted, would affect the conclusions drawn by McDonnell as 
follows: 
(i) his analysis would continue to apply in the case 
of architects and engineers; 
(ii) his analysis would apply to members of the legal 
and accounting professions only after such time 
as all provinces have enacted legislation to permit 
the incorporation of their practices, and 
(iii) the income tax treatment of members of the legal 
and accounting professions would be substantially 
different commencing in 1980 and prior to the 


eventuality described in (ii). 


The balance of these notes will be addressed to the results of 


paragraph (iii), the withdrawal of the small business incentive. 


Income tax effects of withdrawing incentive 

McDonnell determined, applying the lower rate of 
tax, that the "break-even point", at which neutrality is achieved 
as between earnings in a corporation taxed at the low rate and 
personal earnings, is about $8,000. 11/ Applying the higher cor- 
porate rate, the equivalent figure is $87,335. 12/ That is to say, 
at this level of taxable income, an individual and a corporation 
pay roughly the same amount of tax if the small business deduction 


does not apply. 


However, aS McDonnell observes, this calculation 
is misleading in that it does not take into account the tax con- 


sequences of the corporate distribution of after-tax earnings. 13/ 


Herein lies the crucial difference between active business income 
taxed at the ordinary corporate rate and active business income 
taxed at the preferential rate applicable to small businesses. 
Regardless of the professional's level of income, leaving aside 
other potential tax Sea such as Soepeen employment and de- 
ferred income plans (discussed below), there is a tax disadvantage 
to earning active business income i eS icomporation ini: iis taxed 
at the high rate. McDonnell reaches the same conclusion, but at 
the time of his study it was relevant only in the case of pro- 
fessionals or professional partnerships earning in excess of the 
$150,000 annual limit or the $750,000 cumulative limit in respect of 
the small business deduction. 14/ With the elimination of the 
incentive to small businesses in ene case of certain professional 
corporations, this disadvantage becomes the norm. Thus, table 13 
of McDonnell's working paper can be used at any income level to 
determine the tax lost through incorporation. For example, using 
1978 personal and corporate tax rates and assuming taxable income 
from a non-qualifying profession of $50,009, all of which is dis- 
tributed in the case of a corporation, the result is approximately 


as follows: 


(1) Tax payable by corporation: 
Net income $50,000 


Combined federal- 
provincial tax, 493% 624 5.500) 247300 


Available for dividend 25,500. 


Tax payable by professional-shareholder 
(Assume other income equal to available 
deductions, and no children) 


Dividend 255500 
Gross-up 2s 10 
Taxable income Be,i250 


Federal tax on 


taxable income LOnsLov 

Dividend tax credit (9,562) 

Basic federal tax 587 

General tax reduction (253) 

Federal tax 334 

Provincia! tax 258 

Total personal tax 592 SoZ 
Combined corporate-shareholder tax 25 092 


(2) Tax payable if $50,000 earned 
directly by professional 


Taxable income 50,000 

Federal tax 135880 

Provincial tax GPs27 

Total tax 20 207 2026-7 
Tax lost through incorporation 4,885 





This example is unrealistic, as is McDonnell's 
Table 13, because it assumes no salary is paid. However, it does 
accurately reflect the tax disadvantage on $50,000 of income in 
excess of whatever is paid by way of salary. That is, if a pro- 
fessional earns $100,000 through a corporation and pays himself a 
Salary of $50,000, the above tabie indicates the disadvantage re- 


lating to the balance. 


We may therefore conclude that the on-going 
advantage of professional incorporation of lawyers and accountants 
where the professional income of the corporation is currently dis- 
tributed will have been replaced by an on-going disadvantage if 
the budgetary proposals are enacted. It remains true that income 
earned by the corporation which is not distributed may be taxed 
initially at a rate which is lower than that of the individual. 

The marginal tax rate on individuals reaches 49% when taxable income 
exceeds $36,500, anc at that point, deferral of tax would become 
attractive if the future tax on distribution were discounted to 

nil. At higher income levels, deferral does have a positive value, 
however, the saving would have to be significant to offset the real 
loss inherent in professional incorporation under the budgetary 


proposals. 


$$ — 


The budgetary proposals do not remove all of the 
potential tax advantages referred to by McDonnell. Perhaps the 
most important in practice is the potential employment of the 
spouse. 15/ The anomalous treatment of spousal employment 
(disallowing salary paid by the sole proprietor spouse) persists. 
The value of the deduction for spousal salaries depends upon how 
large such a salary may reasonably be paid, the spouse's other 


income and the professional income. 


The comments made by McDonnell in Part 2 of his 
paper also remain apt. There has been no attempt in the federal 
budgetary proposals to affect deferred income arrangements of a 


professional corporation. McDonnell concluded that the benefit, 





























for example, of a registered pension plan in the case of a pro- 
fessional corporation paying tax at the higher rate is measurable 
but "it is difficult to generalize about whether this would bea 
sufficient benefit to offset the net increase in taxes payable 


because of the intervention of the professional corporation". 16/ 


The tax implications of allowing non-professional 
shareholders is reviewed by McDonnell in Part 5 of his working 
paper. A useful re-evaluation of maximal benefits flowing from 
incorporation may be achieved by combining McDonnell's Tables 12 
and 14. The following example shows the combined effect of 
deducting a salary to the professional's spouse, benefiting of 
maximum use of deferred income plans 17/ and splitting distri- 
butions between spcuses. 18/ The assumptions are otherwise the 


same as those in the preceding example. 


Assumptions 


Non-qualifying professional income of $50,000 

Dererred profit sharing plan contribution to $3,500 

Salary to professional of $27,500 

Salary to spouse of $7,000 (spouse's other income 
equals available deductions) 

Spouses contribute maximum to RRSP 

Shares held 51% by professional, 49% by spouse. 


(1) Tax payable by corporation > 





Income 50,000 

Salary to prof. 27,500 

Salary to spouse 7,000 

DPSP s2500 

38,000 (38,000) 

Taxable income 12,000 

Combined federal- 

provincial tax, 49% 5,880 5,880 


Available for dividend 6,220 


= LOC = 


ee Tax payable by professional 
Salary Zhi 5.0 
Dividend Spee 
Gross-up 1 Oak 
S27Loe 
RRSP (5,000) 
Taxable income 20 pOOZ 


Federal tax on 
taxable income 6,378 


Dividend «taxncredity, (igli71) 


Basic federal tax Spe 

General tax 

Reduction (500) 

Federal tax 4,707 

Provincia, tax 25, 29.1 

Total personal tax 6,998 6,998 


(3) Tax payable by spouse 


Salary 7,900 
Dividend 2,999 
Gross-ufp 1,499 

DA a98 
RRSP (1,400) 
Taxable income 10,098 


Federal tax on 
taxable income py yom 


Dividends tdarveredics Vl e4, 


Basic federal tax 678 
General tax 
Reduction (26%) 
Federal tax 417 
Provinelal ttax 298 
Total personal tax YES 
Tax On corporation + professional + spouse a3. 3992 


(4) Tax payable if $50,000 earned directly 
by professional (see table above) 20,207 


Tax saving 6,614 











= i. = 


Apart from the additional savings element of this 
example (the DPSP), it is precisely comparable to the previous table 
and demonstrates that the income splitting aspects of incorporation 
may overcome the inherent disadvantage of earning business income 


taxed at a 49% rate. 


Finally, with respect to taxes on death, McDonnell's 
observations continue to apply. That is to say, the taxes on death 
would certainly be reduced by a split shareholding although this is 
not to say that the tax would be reduced as compared to the tax 
payable if there were no incorporation at all. It should also be 
noted that certain preferential rules applicable on death under both 
federal and provincial legislation would not apply to the non- 
qualifying professional corporation. Under the Income Tax Act, up 
to $200,000 of deemed capital gain realized on death may be deferred 
where the gain is in respect of shares of a corporation which are 
bequeathed to children. This rule will not apply to the non- 
gualifying professional corporation. 19/ Similarly, certain ad- 
vantages under The Succession Duty Act of Ontario are applicable 
only to shares of a corporation which qualified for the small business 


deduction. 20/ 


Conclusion 

If the budgetary proposals are enacted, the result 
would be to remove the tax advantages of incorporation of certain 
professional practices derived from the small business deduction. 
There would be a net tay disadvantage to such incorporation where 
the corporation is owned by the professional and the spouse is not 


employed by it. However, other benefits remain in cases where 


ey eae 


spousal employment, income splitting or deferred income plans 


are practicable. 


The proposals may, therefore, mark the end of 
serious speculation by many professionals about the future incor- 
poration. of their practices, at least. forthe time being. | For 
others the income splitting aspects will continue to be sufficiently 
attractive! torjustityathas-torm/of¥practicew" Themface’ thavitmierdis— 
advantage will automatically cease when all provinces permit pro- 
fessional incorporation may be relevant to the decision-making 


process in Ontaric. 


Footnotes 
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The point of reference is the working paper prepared for 


The Professional Organizations Committee by Thomas E. 


McDonnell, “The Tax Implications of Permitting the Business 


of a Profession to be Carried on Through a Corporation in 


Ontario”, (1978). 


J. R. S. Prichard, “Incorporation by Professionals”, (1978) 


at page 50. 
Tie) ee: 50 ,- 52. 


"Tax investigators to focus on personal corporations", The 
Globe and Mail Report on Business, August 10, 1978, reporting 

on an internal memorandum dated May 24, 1978 over the signature 
of Mr. J. L. Gourlay, Director General of the Audit Directorate, 
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Revenue Canada, Taxation. 
Prichard, supra n. 2,. DP. 58-59. 
McDonnell, supra n, 1, para. 1.10. 


The intention, as expressed in the December 19 Notice of 
Motion is not to deem the active income of a professional 
corporation to be "passive" income. Such income, while 
taxed at full corporate rates, does benefit of a different 
sort of integration upon distribution (see McDonnell, supra 


moi, para. 1.31) .. 


Anan 


Jil ngs 


Le 


AB 


14. 


ie Ses 


36. 


Lh 


Lo 


This is because the Ontario incentive is defined by reference 
to the federal Income Tax Act. See The Corporations Tax Act, 


1972, S.0. 1972, c.143 7 as -emenced, Section. so. 


McDonnell refers to rates of 24% and 48%. Those were the 
rates in force at the time his working paper was prepared. 
The Province of Ontario has since increased its corporation 


income tax rate by one percentage point. 
McDonnell, Supra on. lb, pagan 4. 0S. 


MeDonnelb,y supra n. 1, pata. 73.01,. Table 8. ) This #16 as tine ty 


Simplified example, as noted by McDonnell. 


For ease of comparison, 1977 personal and corporate income 


tax rates have been used in arriving at this figure. 


McDonnell, supra n. i para. 3.02. 





McDonnell, supra nn. lL ,ipara. 4.02. 
McDonnell, supra in. I, para. 3.07. 
McDonnell, supra n. 1, para. 4.04. 


The deferred profit sharing plan deduction is made on the 
assumption that such a plan would be available, i.e. this 


is not a one-man corporation. 


Like McDonnell, I have limited myself to assuming a 49% 
shareholding by the spouse. If permitted, more extreme 
income splits could be calculated by giving a greater 

shareholding to the spouse or introducing the children 


to the example. 


Los 


20. 


Income Tax Act, RSC 1952, c.148 as amended, subsection 
70(9.4), (11), and paragraph (27) of the original Notice 


Of Motion. 


The Succession Duty Act, RSO 1970, c.449, subparagraph 


L/GEUL) (6) (297). 


Annex 1 


Extract from Notice of Ways and Means Motion to Amend the 


Income Tax Act. November 16, 1978. 


Small | (42) That for taxation years commencing after 1978, the small business deduction 
Business apply only to the income from manufacturing, processing, mining, Operating an oil or 
Deduction gas well, prospecting, exploring or drilling for natural resources, construction, logging, 


farming, fishing, leasing property other than real property, selling property as a princi- 
pal, transportation or other qualifying business. 


Annex 2 


Supplementary Information 


The Small 
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This provision has assisted in increasing the supply of housing across Canada. 
This extension is designed to increase the number of multiple-unit residential 
starts in 1979 and provide employment opportunities during the coming winter 
montns. 


The MURB provision permits the offset against other income of rental losses 
generated by capital cost allowances. 


Provision is made in the budget for the deduction of interest and property 
taxes on land held for development or resale by taxpayers in the ordinary 
course of their business. This will apply to such expenses incurred after 
November 16, 1978. It will provide developers an opportunity for planning 
more projects in Canada. 


Business Tax Incentive 


The budget proposes a more precise definition of wno may benefit from the 
low tax rate on small business, to ensure that this tax incentive will serve its 
original Durpcse of promoting expansion of small business and not be used as 
a tax shelter Sy others. 


ee (D 


3.) 


Incorporates C2nadian small business enjoys very favourable tax treatment. 
Canadian-certrsiled private corporations qualify for a federal tax rate of 15 per. 
cent on the firs! $150,000 of annual business earnings (10 per cent for small 
manutacturics firms). These tax rates compare with. the 36 per cent federal tax 
rate (30 per cent for manufacturing) which applies to corporations not 
qualifying as small businesses. Since 1972, the government has tripled the 
annuai amount of income eligible for the small business tax rate. The low tax 
rate applies as long as the small corporation’s retained business income is less 
than $750,0G0. Once this limit is reached, the small business can continue to 
qualify for the iow tax rate by paying dividends to shareholders. 


This low tax rate on small business results in a reduction of some $900 million 
annually in federal tax revenues. 


Last summer the government introduced other measures for small business. 
They included a deferral on up to $200,000 of capital gains when smalt family 
businesses are transferred from parents to children or grandchildren. Losses 
on investments in Canadian-controlled private companies were made 
deductible against income from other sources without limit, compared with the 
$2,000 limit for other investments. Small manufacturers with sales under 
$50,000 were exempted from federal sales tax. 


The low tax rate on small incorporated businesses allows the 
shareholder-manager, who would otherwise be taxed at personal income tax 
rates exceeding the small business rate, to defer personal income tax by 
retaining income in the corporation. In conjunction with the dividend tax credit, 
the combined personal and corporate tax on small business income earned in 
a private corporation and distributed to shareholders is well below that on the 


same amount of income earned as salaries or wages or as unincorporated 
business income. 


The smail business incentive is intended to enable and assist growing, 
Canadian-controlled firms to accumulate funds for expansion. It was never 
intended to be a tax shelter device for employment, professional and 
investment income. Yet, in part, this is what it has tended to become. 


More specifically, the corporate tax advantages to smali business have caused 
many individuals and groups of professionals to consider incorporating 
themselves. In recent years, a number of businesses have been incorporated to 
provide the personal services of athletes and entertainers or to provide 
professional or management services. For example, some lawyers, chartered 
accountants, doctors, dentists and other professionals have formed private 
companies to provide administrative services to their professional practices. 
The fees i a by such service companies effectively convert professional 
earnings into income qualifying for the small business tax rate. Typically, these 
companies are cwned by other members of the professional's family. 


Generally spsaxi-g. the principal reason for incorporating these types of 
businesses is to realize the tax saving from the lower tax rate applying to small 
businesses. O:ner advantages of the corporate form of organization, such as 
limited liabiiity, 2re usually a secondary consideration. For example, limited 
liability is not geseraly available to professionals setting up a professional! 
corporation in thcss jurisdictions where it is permitted. They seek only the tax 
advantages of incc-poration. 


\ 


When the smal! bus iNSSS deduction was introduced, provincial legislation did 
not generally allow individuals to carry on their professional practice through a 
corporation. There is now greater pressure on provinces, who do not permit 
professionals such as doctors and lawyers to incorporate, to introduce 
enabling legislation. If action is not taken, a situation could develop whereby 
virtually ali professional earnings in Canada would be taxed at a federal 
corporate tax rate of 15 per cent. 


It was never intended that an individual providing a personal service be 
permitted to defer and reduce his taxes by setting up a corporation and leaving 
part of his earnings in the corporation. 


This growing practice has given such individuals an unfair tax advantage in 
comparison with employed persons who cannot use the same tax advantage. 


There are also other areas where the application of the small business tax rate 
is not appropriate. As a result of court decisions, the income eligible for the 
small business deduction (that is, active business income) has been broadened 
to include passive investment-type income. For example, it has been held that 
income from the holding of mortgages and real estate rentals qualifies for the 
low tax rate applicable to small businesses. 
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Changes are proposed in order to ensure that the original intention of these tax 
benefits is preserved. The term “active business” will be defined so as to direct 
the benefits of the small business incentives to those Canadian-controlled 
private corporations that engage in specified activities. These changes will 
eliminate the undue deferral and reduction of tax in other cases. 


“Active business” will include the business of manufacturing, processing, 
mining, operating an oil or gas well, prospecting, exploring or drilling for 
natura! resources, construction, logging, farming, fishing, leasing property 
other than real property, retailing, wholesaling, transportation and other 
prescribed businesses. 


In this way the very favourable tax provision will apply to small businesses that 
need funds to expand and create jobs. 


These changes are effective for taxation years beginning after 1978. 


income Bonds and Certain Preferred Shares 
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"term or retractable preferred shares tnat are issued after 
November 18. +278. 

Incorne bonds end debentures are obligations on which interest is payable only 
when the borrc-.2r has made a profit. They were originally provided for in the 
Income Tax Act in the 1930s to help companies in serious financial difficulty. 
Retractabls preferred shares, of more recent origin, may be redeemed at the 
holder’s option, and term preferred shares are now frequently issued for a 
limited period, often less than 10 years. 


These types of securities have been considered for tax purposes as equity 
investments, although they are essentially debt obligations. As a result, income 
earned by banks and other financial institutions on such securities is received 
as tax-free dividends rather than as fully taxable interest. 


Increasingly, however, these types of securities have been used instead of 
traditional debt financing, principally for major loans by chartered banks to 
large corporations. The annual cost of this favourable tax treatment to federal 
and provincial treasuries has increased to an estimated $500 million. This form 
of financing is growing rapidly and so the revenue loss is increasing. 


The budget proposes legislation to ensure that, except in limited 
circumstances, interest and dividends paid on new issues of such securities will 
be treated as interest for tax purposes. This will not apply to a security issued 
pursuant to a written agreement made prior to November 17, 1978. 


The new provision will, however, apply after today whenever the conditions of 
any existing income bond or debenture, retractable or term preferred share 
are altered, the term is extended, or the holder waives his right to redeem. 


Annex 3 


Budget Speech 


As a result of tax benefits introduced by this government over the past few 
years, small businesses in Canada enjoy very favourabie tax treatment. Small 
Canadian-controlled private corporations pay federal income tax at less than 
half the normal corporation rate. The dividends they pay qualify for the 
generous dividerid tax credit. As a result, the total tax on income from small 
incorporated businesses is below the level of persona! tax on the same amount 
of wage and salary income. 


Mr. Speaker, tne very generosity of the measures makes it essential to ensure 
that they are effectively targetted. Some individuals have rearranged their 
affairs simply to make their personal, professional and investment income 
eligible for taxation at the low small business rate. It would be wrong to aliow 


such practices to continue. 


| am introducir.s changes to the Income Tax Act to ensure that the application 
of the low corporate a5 rate is reserved for those smail businesses for whom it 
is really intenced. These will include those engaged in manufacturing, 
processing, mining, ANU aN farming, fishing, logging, transportation, 
wholesale and retail trade and other businesses as may be prescribed. In this 
way the generous tax incentives will be maintained for small businesses that 
need capital to expand and create jobs. The new measure will apply to taxation 
years Starting next year. 


Annex 4 


Department of Finance Release 


The Small Bus siness s Dede ae Leity 





Paragraph 42 of the Ways and Means Motion identifies those 
Canadian-controlled private corporations that will qualify for the small 
business deduction. These include corporations engaged in the business 
of manufacturing, processing, mining, operating an oil or gas well, 
prospecting, exploring or drilling for natural resources, construction, 
logging, barge ge. fishing, leasing property other than real property, 
selling property as a principal, transportation or other qualifying 
businesses. 


"Other qualifying businesses" will include most other snail 
businesses. However, it will not include four general categories: 


(a) A business carried on by a corporation if all its shareholders 
do not have limited liability with respect to all the 


business activities of the corporation. This would 
exclude professional corporations formed by doctors, 
lawyers, dentists and accountants. 


(b) A business the income of which is derived principally 
from the personal services of individuals who are either 
themselves shareholders of the corporation or related to 
its shareholders. This would include a corporation 

2 


formed by an executive, athlete, entertainer, consultant, 
commission s2lesman or other person for the principal 
purpose of providiug his personal services. It would 


also includ2 any corporation formed by the ’spouse or 
children of any such person. In addition, a corporation 
formed not only by the individual himself, but also by one 
or more associates for the purposes of providing their 
personal services would not qualify for the small business 
incentive. However, if the income of a corporation 
controlled by such a person is derived in substantial 

part from the services of employees who are not shareholders 
or from services that are not considered as personal 
services, the corporation would qualify for this incentive. 
If the corporation is formed, for example, by a consultant 
simply as the vehicle for providing his consulting services, 
the business would not be eligible for the small business 
deduction. However, if a substantial part of the income 

of the consulting firm is derived from services of employees 
other than shareholders, the business would qualify. 


(c) A business of a corporation formed for the principal 
purpose of providing managerial or administrative services 
to a related business. This would exclude, for example, 

a corporation formed by doctors, lawyers, accountants, 
dentists or their spouses or children for the purpose of 
providing managerial and administrative services to that 
business. 


(d). A business of a corporation the income of which consists 
of income from property held by the corporation other 
than property used by it principally for the purpose of 
gaining or producing income from a qualified business of 
the corporation. The incidental interest income of a 
manufacturer, for example, would qualify for the small 
business deduction. However, the interest income of a 
company formed for the purpose of holding an investment 
portfolio of securities would not qualify. 


It should be noted that the new provisions relating to the 
small business deduction take effect only for taxation years beginning 
after the end of 1978. 


Department of Finance . 
Ottawa 
November 16, 1978 


Annex 5 


Extract from Notice of Ways and Means Motions to amend the 
Income Tax Act and the Income Tax Application Rules, 1971 
tabled by the Minister of Finance in the House of Commons on 


December 19, 1978. 


corporation for 
the year from 


“Qualifying 
business” and 
“non- qualifying 


(3) Subsection 125(6) of the said Act is 
further amended by adding thereto the fol- 
lowing paragraphs: 


10 


oe) 


“(d) ‘“‘active business” carried on by a 
corporation in a taxation year means the 
business of manufa apne 2 0F processing 
property for sale or lease, mining, oper- 


ating an oil or gas well, prospecting, 15 
exploring or drilling for natural 
resources, Construction, logzing, farm- 
ing, fishing, leasing property other than 
real property, selling property as a prin- 
cipal, transportation or ans other quali- 20 
fying business carried oa by the 
corporation; 

¢ of the (e) “income of the corssration for the 
year from an active busin ae means the 
income of the corporation from an 25 
active business carried en by it, includ- 
ing any income pertaining 42 or incident 
to that business and emourts deemed by 


subsection 129(6) to be income from an 
active business, but does not include 30 
income from any business cther than an 
active business carried on by the corpo- 


ration, or income for the vear from a 
source in Canada that is a property held 
for investment (within the meaning 35 
assigned by subsection 129(4.1); and 

(f) “qualifying business” and “non- 
qualifying business” carried on by a cor- 
poration in a taxation year have the 
meanings prescribed by regulation.” 


2 
~ 

aq 
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(4) Subsections (1) and (3) are applicable 
to taxation years commencing after 1979 in 
respect of corporations in existence on 
November 16, 1978 and to taxation years 
commencing after 1978 in any other case. 


(3) Le paragraphe 125(6) de ladite toi est 
en outre modifié par Pedjonction des alinéas 
suivants: 


«d) «entreprise exploitée activement» 
par une corporation dans une année 
d‘imposition désigne une entreorise de 
fabrication ou de transformation de 
biens aux fins de la vente ou de la 
location, une entreprise d’exploitation 
miniére, dexploitation d'un puits de 
pétrole ou de gaz, de prospection, d’ex- 


eentreprise 
exploitée 
activement» 


i 


ploration ou de forage en vue de la 20 


découverte de ressources naturelles, de 
construction, d’exploitation forestiére, 
d’exploitation agricole, de péche, une 
entreprise qui donne des biens en loca- 
tion autres que des biens immeubles, 
une entreprise de vente de biens 4 titre 
de commettant, une entreprise de trans- 
port, ou toute autre entreprise non 
admissible exploitée par la corporation; 


e) «revenu de la corporation pour l’an- 
née provenant d’une entreprise exploitée 
activement» désigne le revenu de la cor- 
poration provenant d’une_ entreprise 
exploitée activement par Ja corporation, 
y compris tout revenu qui se rapporte 
directement ou de maniére accessoire a 
cette entreprise et les montants réputés 
aux termes du paragraphe 129(6) étre 
un revenu provenent d’une entreprise 


ps 


3Q«revenu de la 
corporation 
pour année 
provenant d'une 
entreprises 
exploitée 
activemen 
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exploitée activement, mais ne comprend 40 


pas un revenu provenant de toute entre- 
prise autre qu'une entreprise exploitée 
activement par la corporation ou un 
revenu (pour l'année tiré d’une source 
au Canada qui est un bien détenu 4a titre 
de placement au sens du paragraphe 
129(4.1)); et 


f) «entreprise admissible» et «entreprise 
non admissible» exploitée par une corpo- 


ration dans une année d’imposition ont le 
sens que leur accordent les réglements.» 


(4) Les paragraphes (1) et (3) s’appliquent 


aux années d’imposition débutant aprés 1979 
dans le cas des corporations qui existaient le 


16 novembre 1978 et aux années d’imposi- 


5 tion débutant aprés 1978 dans tous les autres 


cas. 
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eentreprise 
admissible et 
eentrepnse non 
admissible» 


Debian tach. eG Od ties 
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Immediate release 


78-145 


Ottawa, December 19, 1978 


Finance Minister Jean Chrétien today issued draft regulations setting 


out the revised rules under which small business corporations will 
qualify for the small business tax deduction. The proposal to revise 
these rules was announced in his November 16 budget. 


The Minister also teblz2 in the House of Commons an expanded Notice of 


Ways and Means Motion cn budget measures. 


details normally provicsd by a bill. 


The Motion contains technical 


He said that both the regulations and the Motion reflect the extensive 


and very useful submissions that have been made to him since the budget, 


and that he would consider 


carefully all other representations made to 


him prior to the intredcuction of the bill after Parliament reconvenes in 


the New Year. 


He indicated further that the rules relating to. the small 


business tax deduction would not be made final until he is satisfied 


that all points raised have received full examination. 


This procedure, according to Mr. Chrétien, demonstrates the increased 


importance he attaches to public discussion of budget proposals and to 


the opening up of the budgetary process. 


In order to allow existing corporations ample time for adjustment, the 


revised rules on the small business tax deduction will not apply to them 


before 1980. 


Specifically, in the case of corporations in existence on 


November 16, 1978, the measure will go into effect for taxation years 


beginning after 1979. 


will apply for taxation years beginning after 1978. 


1s%,,  Departrient of Finance Ministére des Finances 
¥ Canada 


For corporations formed after that date, they 


Mr. Chrétien said the changes in the small business tax rules are essential 
to ensure that the generous tax treatment of small business corporations 
goes to those for whom it was intended, and that individuals in similar 
circumstances pay the same federal tax regardless of the province in 


which they live. 


The total federal tax on income earned through a small business corporation 
is significantly less than the tax on ordinary employment income. Thus 
there is a natural tendency for individuals to form corporations for tax 
reasons. The cost of this special small business tax treatment is 

already approaching $1 billion a year and its extension to those for 

whom it was not intended would lead to a heavier tax load on other 


taxpayers. 


The draft regulations deal with four problem areas related to the small 
business deduction -- the incorporated professional, the incorporated 


employee, the related service corporation and the investment corporation. 


The professional income of doctors, dentists, lawyers and accountants 

will not qualify for the small business tax incentive. The Minister 

said that the decision of one province to permit professionals to incorporate 
had made the matter more urgent. To permit the small business tax 

deduction in such cases would create considerable unfairness in the 

federal tax structure as between provinces. For example, for a professional 
with $50,000 professional earnings, the tax saved through incorporation 


is about $5,000 a year, and in many cases greater. 


Concerning incorporated employees, Mr. Chrétien said the small business 
deduction should not be available to individuals who, in corporate forn, 
provide essentially the same services as employees. Accordingly, the 
draft rules provide that, where more than two-thirds of the gross revenue 
from services provided by a corporation is derived from one client, the 
income will not qualify for the tax incentive unless the corporation 


employs more than five full-time employees. 


For example, a general insurance agency which provides services to many 
customers and sells insurance on behalf of several insurance companies, 
would qualify for the tax incentive. On the other hand, an executive 
whose services are provided through a corporation to essentially one 


business would not qualify for the small business tax incentive. 


A business that derives its income principally fron property held for 
investment such as bonds, mortgages and real property, will qualify for 
the small business incentive only if the corporation has more than five 
full-time employees. Investment income not qualifying for the small 
business tax incentive will continue to qualify for tax integration and 

so the combined cortorate and shareholder tax will not exceed the personal 


tax. 


The Minister said the new rules would exclude the use of management 
companies to transfcrm professional and other earnings into income 
qualifying for the small business tax incentive. Accordingly, where the 
principal purpose of a corporation is to provide administrative, managerial 
and similar services to a related business, the corporation's income 


will not qualify for the tax incentive. 


While the small business tax deduction will not be available to these 
corporations, they will retain all the other advantages, including tax 


advantages, of incorporation. 





Small Business Deduction 





(1) For the purposes of sections 125 and 129 of the Act, 


(a) "qualifying business" carried on by a corporation in a taxation 
year means any business other than a non-qualifying business, 


and 


(b) “non-qualifying business" carried on by a corporation in a 


taxation year means 


(i) the professional practice of an accountant, dentist, 
lawyer or medical doctor that is not permitted under the 
law of cone or more provinces to be carried on by a corpo- 


ration, 


(ii) a business of providing services if more than 66 2/3% of 
the gress revenue for the year) ofsthatobusinessiderived 


from services 


(A) is derived from services provided to, or performed 


for or on behalf of one entity, and 


(B) can reasonably be attributed to services performed 
by persons who are specified shareholders of the 
corporation or persons related thereto unless the 
corporation employs in the business throughout the 
year more than five full-time employees who are not 
specified shareholders of the corporation or persons 


related thereto, 


(iii) 


(iv) 


a business the principal purpose of which is to derive 
income from property including real property, shares, 
bonds, debentures, bills, notes, mortgages, hypothecs or 
Similar obligations, unless the corporation employs in 
the business throughout the year more than five full-time 
employees who are not specified shareholders of the 


corporation or persons related thereto, and 


a business the principal purpose of which is to provide 
managerial, administrative, financial, maintenance or 
other similar services to a business connected at any 


time in the year with the corporation. 


(2) For the purposes of paragraph (1)(b), 


(a) 


"business connected" at any time in a taxation year with a 


corporation means any business carried on by an individual, 


partnership or another corporation if at that time more than 


50% of the shares of any class of the capital stock of the 


corporation are owned, directly or indirectly, by 


(i) 
(ii) 
(iii) 


the individual, 
members of the partnership, or 


shareholders of the other corporation, 


as the case may be, and for the purposes of this definition, 


(iv) 


shares of the corporation owned by a person related to 
the individual referred to in subparagraph (i), a member 
of a partnership referred to in subparagraph (ii) or a 
shareholder referred to in subparagraph (iii) shall be 
deemed to be owned by that individual, member or share- 
holder, as the case may be, and not by the person who 


actually owned the shares, and 


(v) a trust of which any person, individual, member or share- 
holder referred to in subparagraphs (i) to (iv) or any 
person related thereto is a beneficiary shall be deemed 
to be related to an individual referred to in subparagraph 
(i), a member of a partnership referred to in subparagraph 
(ii) or a shareholder referred to in subparagraph (iii), 


as the case may be. 


(b) "entity" means a partnership, a person other than a member of 
a related group and one or more persons who are members of a 


related group, and 


(c) "specified shareholder" of a corporation in a taxation year 
means a taxpayer who, owns, directly or indirectly, at any 
time in the veer, not less than 10% of the issued shares of 
any class ci the capital stock of the corporation and for the 
purposes of this definition a taxpayer shall be deemed to own 
a share owned by a person with whom he does not deal at arm's 


length. 


3. For the purposes of subparagraph (1)(b)(ii), where a corporation 


was a member of a partnership at any time in a taxation year, 


(a) there shall be included in the gross revenue for the year of 
a particular business carried on by the corporation in Canada, 
that proportion of the gross revenue of that business carried 
on in Canada by the partnership, for the fiscal period of the 
partnership coinciding with or ending in that year, that the 
corporation's share of the income of the partnership from that 
business for that fiscal period is of the income of the partnership 


from that business for that fiscal period, and 


(b) clause (A) thereof shall be read as if the reference to "one 
entity" were a reference to "a number of entities that is not 
more than the number of members of the partnership at the end 
of the fiscal period of the partnership coinciding with or 


ending in that year". 


ay ee 


For the purposes of subparagraph (1)(b)(iii), a particular corporation 
shall be deemed to employ in its business more than five full-time 
employees throughout a taxation year if any other corporation 


associated with it, or a corporation that carried on a business 


connected with sus 


(a) provides managerial, administrative, financial, maintenance or 
other similar services to the particular corporation in the 


year, and 


(b) can reasonably be expected to require more than the equivalent 
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